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PREFACE 


This study is essentially concerned with the analysis of the 
role of fiscal dynamics in the achievement of balanced regional 
development of the Indian economy. 

It has tried to evaluate the ,scheme of resource allocation 
as determined by the structure of Indian public finances in the 
context of planned economic developtnent of the Indian 
economy. 

The process of economic growth is a function of a complex 
factor both economic and non-economic. This explains why the 
theoretical models of economic growth Wiilt upon mechanistic 
assumptions fail to explain fully the process of economic 
growth of an economy. The role of Government in the process 
of growth of both the developed and developing countries has 
tended to increase and thus the structure of Government and 
its decisions determining the allocation of resources in the 
economy become of fundamental importance in this process. 
In«the Indian economy this problem has acquired an increasing 
importance because of the predominant role of the Government 
in the process of development planning and implementation of 
development plans. 

The problem of allocation of resources in the context of 
the planned economic development of the economy has acquir- 
ed increasing importance because there has developed a grow- 
ing imbalance between the needs for resources and their avail- 
ability in the different regions of the country. This has called 
for evolving a rational plan of resource allocation with a view 
to achieving a balance in levels of development among the 
different States. 

Some of the materials used in the preparation of this work 
were collected during my studies in London at the India House 
Library, the Library of the London School of Economics and 
Political Science and the Senate House Library of the Univer- 
sity of London and I am deeply thankful for the courtesy and 
consideration I received in these libraries. 


R.N. Tripathy 
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INTRODUCTION 


This work is essentially a study in the economics of fiscal 
dynamics in the context of economic growth. In accordance 
with the Figovian criteria of public finance, the federal govern- 
ment is called upon to redistribute the national resources from 
the low income States to the high income ones of a federal 
country in order to make the entire sysfem of public finance 
of the country conform to the ideal of utilitarian optimum. But 
it has been maintained that the maxims of utilitarian finance 
do not provide a correct guidance and criterion of fiscal policy 
for the redistribution of resources in'lhe context of economic 
growth. In this context, the redistribution of national resources 
through the fiscal policy of the federal government should have 
the objective of maximizing the rate of economic growth and 
should be based upon the criterion of marginal productivity. 
Thus, a position of optimum allocation of resources may not 
be compatible with the redistributive ideals of federal finance 
aimed at the equalisation of incomes in the different states of 
a federal system. This implies that the mechanism of federal 
grants should be guided by the objective of maximising econo- 
nyc 'growth and should be fitted into the larger framework of 
a development plan in a growing economy. 

But the achievement of inter regional balance in economic 
development constitutes an important aspect of development 
planning and resource allocation in a developing economy. 
The existence of large disparities in the levels of development 
in the different regions of a country creates serious economic 
problems tending to the flow of resources from the less develop- 
ed regions to the more-developed ones, thus creating depressed 
areas and frustrating the goals of development. There can, 
however, be a conflict between the objective of accelerating the 
rate of economic growth and of the achievement of regional 
balance in development in the initial stages of the planning 
process. But the planning techniques and the pattern of 
resource allocation must aim at the achieveftnent of regional 
balance as the long-term objective of development planning. 

In a developing economy, the instrument of public finance 
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is called uporhto play a positive and dynamic role. In a grow- 
ing economy with a federal structure of public fiSiance, it is 
necessary that the|:e should be a concerted and co-ordinated 
operation of fiscal policy for planning the allocation resources, 
for the mobilisation of resources and for the implementations 
of the plan of investment. This calls for the establishment of an 
effective machinery for national planning and for the co-ordina- 
tion of development policy of the federal and state governments. 
At the same time, there should be an adequate and eflTective 
administrative machinery at each level for a successful imple- 
mentation of the national plan. Besides, if a federal system is 
to be compatible with the criteria of effective planning, there 
should be adequate and efficient planning institutions at the 
regional and base lev^s also. Democratic planning does not 
demand outright centralisatign of the structure of public 
finance in a growing economy. Effective planning at the 
national, regional and base levels should go side by side with a 
decentralised implementation of the development plan. 

The organisational structure of Indian planning has been 
critically studied and its inadequacies and imperfections 
brought into bold relief. It has been maintained that the insti- 
tutional structure of Indian planning to be adequate and com- 
plete requires the establishment of effective planning organisa- 
tions at the state, regional and base levels under the gui4ance 
of the Planning Commission at the Centre. 

An analytical study has been made of the economics of 
resource mobilisation during the Five-Year Plans in India and 
the lessons it can provide for the future Plan and the weakness 
and the strength of the federal structure of ppblic finance has 
been assessed in this regard. 

The main focus of the study in this regard has been to 
analyse the compatibility of the structure of Indian public 
finance with the requirements of fiscal policy suited to a deve- 
loping economy. 

The fiscal impact of federalism in India in the context of a 
process of planned economic development has been analysed 
and it has been found that there has been taking place a consi- 
derable transfeigence of resources from the Centre to the states; 
and the public expenditure policy of the states is dependent, to 
a large extent, on such a resource transfer. 
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But this has fundamentally altered the structure of Indian 
public IBnance. The extent of disparities in the levels of econo- 
mic development of the different states in India has been asses- 
sed. The disparities in the levels of economic development in 
the different states have been found to be a function of a large 
number of factors, but the role of the public finance system of 
the country has been especially highlighted in this regard. The 
policy of resource transfers from the Centre to the state has 
been subjected to a critical examination from the point of view 
of removing the disparities in the r-esources of the various 
states. In this connection, the policy of Central financial assis- 
tance to the states to finance the Five-Year Plans and the 
system of grants recommended by the Finance Commissions 
have come in for a critical revievi^from the point of view of 
the need of promoting balantjed regional development. 

Finally the study has summed up the basic issue in Indian 
federal finance and has suggested broad guidelines for their 
solution in the larger context of the requirements of balanced 
regional growth in the economy. 




THEORY OF FEDERAL FINANCE IN A 
DEVELOPING ECONOMY 


A federal structure of public finance, characterised by the exis- 
tence of constituent states at various levels of development, is 
considered incompatible with the criteria of the redistributive 
ideals of public finance aimed at maximising the aggregate utility 
of satisfaction of the community. Therefore, in accordance with 
the criteria of redistributive finance, the federal government 
should elect to transfer resources from the high-income states to 
low-income ones so as to fill in the ‘‘gaps of unevenness as be- 
tween one state and another.”^ 

Fiscal policy as an instrument of economic development is 
essentially concerned with effecting transfers of resources from 
a line having lower marginal productivity to one having a 
higher one. Therefore, the transfer of resources from a high in- 
come state to a low income one will be compatible with the 
criteria of economic growth only if such a transfer results in a 
higher marginal productivity of the transferred resources. 

The theory of federal finance formulated so far has kept in 
view the conditions of the developed countries with a high level 
of national output and volume of capital formation. In the 
developed countries, the redistributive and welfare ideals of 
public finance have a definite role to play in increasing the 
volume of satisfaction and utility in the economy. But in a 
developing country, the objective of maximising the rate of 
economic growth rather than the achievement of regional 
balance should be the guiding consideration in the transfer of 
resources from a high-income state to a low-income one through 
the apparatus of the fiscal policy of the federal government. In 
a developing country, the welfare consideration in fiscal pglicy 
has to be subordinated to the supreme objective of promoting 
and accelerating economic growth. 
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The objective of fiscal policy may be defined as the achieve- 
ment of (a) utility optimum; (b) production optimum 5oth con- 
sidered in a dynamic sense.^ The utility optimum partly depends 
upon the production optimum, and partly on the way in which 
the aggregate output is distributed in the community. 

The condition of production optimum is attained when the 
allocation productive factors in the economy conforms to the 
principle of equi-marginal productivity; and when the produc- 
tive factors are fully and continuously employed. 

Fiscal policy as an effective instrument of economic planning 
can make an important contribution to the achievement of pro- 
duction optimum by regulating the flow of productive resources; 
and by removing the hindrance in the way of the most judicious 
allocation of these resour€es, such as the monopolistic control 
of markets and the existence of inadequate enviromental ser- 
vices and basic overheads. In terms of Keynesian economics, 
the role of fiscal policy as a compensatory instrument in the 
economy has to be viewed as contributing to the achievement 
of production optimum by enabling the maintenance of full 
employment. 

Fiscal policy can make a contribution to the maximisation 
of aggregate utility by the redistribution of income in the com- 
munity. This view of public finance involves the problems of 
inter-personal comparisons of utility and cardinal measurability 
of utility; and redistributive fiscal policy for maximising aggre- 
gate utility might have no scientific validity due to the diffi- 
culties of inter-personal comparisons of utility and its cardinal 
measurability. Besides, redistributive fiscal policy, if carried 
beyond a certain limit, might conflict with the objective of pro- 
moting economic growth and aggregate output in an economy. 

The theoretical case for inter-regional transfers of resources 
through federal fiscal policy has been based upon the applica- 
tion of the fundamental principles of public finance to the 
special conditions obtaining in a federal polity characterised by 
the existence of marked heterogeneity in the levels of develop- 
ment in the constituent states. There is no such thing as an 
original theory of federal finance. 

According to* Prof. R.A. Musgrave '^Federalism means 
different things to different people and so do its fiscal implica- 
tions. No^wonder then that there is no distinct theory of fiscal 



Theory of Federal Finance in a Developing Economy 

federalism. Rather we deal with a composite of theories or 
models, j^ointed at various facts of the problemf 

According to the principles of utilitarian finance, the norm 
of the operation of the apparatus of public finance is the maxi- 
misation of aggregate social utility.^ In terms of this principle 
of public finance, the ideal scheme of ta^^ation for a country 
has to be conceived on the basis of the equalisation of marginal 
sacrifice of social utility as regards each economic unit. In the 
field of public expenditure, the norm of maximising aggregate 
social utility would be satisfied if the distribution of resources 
on each line is made on the basis of equality in marginal social 
utility. In terms of combined aggregate effects of taxation and 
public expenditure, aggregate social utility would be maximised 
when the marginal social utility from each line of government 
expenditure is equal to the marginal social disutility or loss of 
utility involved in raising the corresponding volume of taxes. 

But in federal system marked by a combination of states 
with varying levels of development, even if each one of the 
governments, federal and state, follows the above principles of 
public finance, the maximisation of aggregate utility may not 
result.^ The marginal sacrifice of social utility involved in state 
taxation may be higher in the poor states because of the low 
level of income and lower demand for public services there. 
The richer states will have a position of fiscal equilibrium at a 
lower point of marginal utility and disutility than the poorer 
ones. Therefore, a transference of resources from the richer to 
the poorer states through the apparatus of federal finance will 
result in an addition to aggregate social utility and the eqaalisa- 
tion of marginal social utility and disutility for the economy as 
a whole. 

But the theoretical case for inter-regional transference of 
resources through federal finance, based upon the utilitarian 
view of public finance, involves the problems of inter-personal 
comparisons of utility and measurability of utility in objective 
terms. There appears to be no scientific validity for any objec- 
tive measurement of utility as well as comparability of inter- 
personal utilities. Thus it would be extremely difficult, if not 
impossible, to translate the theoretical implications of utilitarian 
finance in terms of exact policy prescriptions. As J.M. Buchanan 
put it, ‘fit becomes extremely arduous, if not impossible, to fill 
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in the theoretical framework with empirical content.”® 

J.M. Buchanan has attempted to build up a theoritical case 
for inter-regional transference of resources through federal policy 
on the basis of the concept of fiscal justice.^ The operation of 
the fiscal mechanism imposes a subtraction of resources on 
each individual as well as confers benefits on him. Therefore, in 
order to determine whether equals are treated equally, the 
aggregate fiscal pressure or fiscal residuum, i.e., the burden of 
taxes and the corresponding benefits of public expenditures of 
equals have to be compared.® 

In a federal system,* each individual feels the impact of two 
fiscal systems, viz., federal and state. If there be no differences 
in inter-state fiscal capacity, treatment of equals by the federal 
and state government in their respective fiscal spheres, will 
result in a combined equal treatment of equals and the fiscal 
structure of the country as a whole will tend to conform to the 
principle of fiscal equity. It states are not identical in fiscal 
capacity, the people in low-capacity states will be subjected to 
greater fiscal pressure. They may have a higher tax burden or a 
lower level of public services than people in high capacity 
states. If equals are thus pressed more in one area than in 
another, there will be provided an incentive for the migration 
of resources into the areas of least fiscal pressure. For an ideal 
allocation of resources, it is necessary that the fiscal system 
should be geographically neutral. But an unequal fiscal pressure 
in a federal state will hinder the allocation of resources in the 
economy from the point of view of higher marginal producti- 
vity and so prevent the maximisation of national output. 

Therefore, the principle of fiscal equity as applied in the case 
of a federation requires that the Central Government should 
take action to transfer funds from high-capacity areas to low- 
capacity areas in order to equalise the fiscal pressure on equals 
living in dififerent states. “The Central financial authority must 
enter the process and treat equals unequally in order to offset 
the divergences in the income and wealth levels of the subordi- 
nate units.”® 

The theoretical case for inter-regional transference of re- 
sources based upon the concept of fiscal equity also appears to 
suffer from certain fundamental limitations. This concept of 
fiscal equity is based upon the quid pro quo idea of public 
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finance which is not acceptable in the modern state due to the 
important role of the apparatus of fiscal policy both as an 
instrument of economic development and economic stabilisa- 
tion. Besides, there is no precise method of imputing shares of 
the aggregate common benefits from public services to specific 
individuals. A significant portion of public funds is expended 
for the general welfare and not to benefit particular persons or 
groups. As a practical matter, there is no way in which the 
costs and benefits of activities which benefit the community as 
a whole can be measured. Thus, the policy implications of the 
theory of inter-regional transference of resources based upon 
this concept of fiscal equity cannot be translated into precise 
quantitative terms, 

m 

Inter-reglonal Transference of Resources in a Federal 

Structure and Economic Growth. 

Fiscal policy as an instrument of economic development has 
to transfer resources from a line having lower marginal pro- 
ductivity to one having a higher one. It is maintained that the 
transfers of government income from a high-ineome state to a 
low income one through federal fiscal policy tend to counteract 
the “incentive to labour mobility and thus prevent the maxi- 
misation of national production.”^® 

On the other hand, it has been maintained that “it cannot 
be stated that income transfers from the high-income to the 
low-income areas will tend to retard the movement of resources 
towards their most productive employments. In each case, the 
results will depend upon the way in which the transfer is carried 
out and the relative importance of the off-setting effects on 
different resource categories. In most cases, the transfers seem 
to have the effect of encouraging the flow of resources in the 
direction indicated to be desirable by market criteria.”^^ 

The validity of the above contentions depends primarily 
upon the model of a low-income state which is taken into con- 
sideration, Scott’s assumption as regards the model of a low- 
income state was that both national resources -and other factors 
are scarce and that national product will be highest only when 
the scarce labour, capital and enterprise are attracted to the 
best soil, ports, mines, sites, etc,, and that federal transfers will 
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frustrate this attraction unless such transfers are guided by the 
objective of maximising production. 

Buchanan’s model of the low-income state has been conceiv- 
ed in terms of the scarcity of capital, abundance of unskilled 
labour and equal endowment of other natural resources^^ and 
he thought his model to be the most” representative of reality.”^® 

But both Scott and Buchanan appear to have erred on the 
side of taking extreme positions in visualising the model of the 
low-income state in a. federal system. There might be states 
conforming closely to Scott’s model; while there may be states 
conforming to Buchanan’s model and there might be numerous 
individual variations conforming neither to the model of Scott 
nor to that of Buchanan. 

The crux of the matter is that jnter-regional transference of 
resources through federal policy tends to conform to the 
criterion of allocative efficiency and to the growth of the nation- 
al output only to the extent to which such transference results 
in a higher marginal productivity of resources in the low-income 
states. The marginal productivity will be higher only to the 
extent to which such states have rich resource potentials wait- 
ing to be developed. In view of the existence of enormous hete- 
rogeneity in factor endowment in the different states, the consi- 
derations of allocative efficiency and economic growth apppar 
to rule out complete equalisation in the levels of development 
among different states through the redistributive fiscal policy of 
the federal government. 

But in a federal structure which is based essentially upon 
compromise, the criterion of allocative efficiency may not be 
the sole consideration in the policy of inter-regional trans- 
ference of resources. The very nature of the federal organisation 
might compel to take other factors also into account such 
as “equity, national interest and the preservation of mini- 
mum standards of the public services”, as a result of which 
the inter-regional transference of resources may not conform to 
the criterion of allocative efficiency in each case. 


Inter -regional Transference of Resources in a Develop- 
ing Economy 

It is maintained that the plan of economic development in 
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a developing economy must be guided by the objective of attain- 
ing regional or geographical balance in development.^^ But the 
consideration of attaining a higher rate of economic growth 
through the utilisation of the resources of the economy may not 
be compatible with the objective of regional balance especially 
in the initial phases of planned development. If each region of 
the economy be equally endowed with productive resources, 
the problem of regional balance would not present any serious 
diflSculty. But in view of unequal endowment of resources, a 
developing economy has to give priority to the utilization of 
only those resources in the initial stages which yield a higher 
marginal productivity. 

Therefore, in a developing economy characterised by the 
existence of scarcity of investible resources, the inter-regional 
transference of resources through the fiscal policy of the federal 
government should be motivated primarily by the consideration 
of maximising the rate of economic growth. This means that the 
federal government should give priority to those development 
projects of the states which yield a higher marginal rate of 
return in its policy of grants-in-aid and other kinds of fiscal 
assistance to the states. As a result, the redistributive ideals of 
public finance based either upon the utilitarian approach of 
maxjmising aggregate utility or upon the theory of fiscal equity 
have to be seriously limited in their application by the consi- 
deration of maximising the rate of economic growth. 
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FISCAL POLICY IN A FEDERAL 

STRUCTURE 


The Problems of Fiscal Policy in a Federal Structure 

The effectiveness of fiscal policy in a federal structure both 
as an instrument of economic development as well as economic 
stabilisation tends to be seriously limited. As regards its use as 
an instrument of economic development, fiscal policy is essen- 
tially concerned with effecting transfers and allocation of 
resources necessary to maximise the growth of aggregate 
output. As an instrument of economic stabilisation it may 
operate as a compensatory factor to offset the behaviour of the 
private sector in the economy. 

The limitations on the effectiveness of fiscal policy in a 
fedefal structure spring basically from the fact that {a) it is 
based upon the theory of the supremacy of the constitution 
invariably containing a charter of federal and state powers to 
which is sometimes added a constitutional guarantee of indivi- 
dual rights and liberties; and thus; {b) it results in a division of 
sovereignty under which constitutionally independent fiscal 
systems operate within a country. The doctrine of the supre- 
macy of the constitution may be carried, for instance in the 
U.S.A,, to such extremes that the judiciary functions as the 
arbiter over the respective competences of the federal and the 
state governments; and it may invalidate statutes. Therefore, 
all transfers of resources found necessary through the medium 
of public finance in order to maximise output are not permitted 
to the central government. 

The above characteristics of federal constitutions have 
tended to weaken the effectiveness of fiscal policy through the 
operation of a number of important factors such as, {a) the 



JO 


Federal Finance and Sconomic Development in India 


doctrine of public purpose in taxation, (b) the doctrin® of reci- 
procal immunity from taxation of each other’s instrumentalities, 
(c) the doctrine of uniform taxation, (d) the existence of 
discriminatory taxation of incomes, business and trade due to 
differences in state taxes, (e) the existence of tax barriers 
hindering the free flow of resources within the national 
economy, and (/) conflicting policies and measures of the 
State Governments. 

In the U.S.A,, the ctoctrine of public purpose in taxation 
was first used in the state courts during the first half of the 
19 th century to curb government expenditures in certain 
directions. It has since been modified in the constitutions of 
eleven states and forms part of the due process clause of the 
Fourteenth Amendment. The issue of public purpose has been 
raised in connection with acquisition of property, grants-imaid, 
subsidies and assumption of new functions. Thus, it has not 
been easy to reconcile the function of fiscal policy as an instru- 
ment of economic development and economic stabilisation with 
the doctrine of public purpose in taxation. 

According to the doctrine of uniform taxation, it has been 
maintained that the powers of taxation in a federal state should 
not be exercised in a discriminatory manner, i.e., (a) the 
burdens of federal taxes should be distributed uniformly on all 
states and (b) the states in their own turn should not discrimi- 
nate between their citizens and those of other states. It has. 
been interpreted by the courts that geographical uniformity, 
guaranteed herein, rules out even those variations in rates 
according to localities which are designed to make the ultimate 
incidence of taxes more uniform and to equalize the sacrifice 
between the tax payers in different localities.^ 

The existence of diverse and overlapping taxation of business 
and trade by the different states of a federal system tends to 
produce very adverse effects on economic growth. This problem 
still exists in the U.S.A. , though its seriousness has been 
reduced, to some extent, by the increasing importance of 
central taxation in this field. As a result of discriminatory 
taxation of business and trade by the State in the U.S.A., it has 
been maintained that ‘The contribution of the State and local 
finance to the progress of the economy has not infrequently 
been negative.”^ 
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In Caimda, before the complete assumption by the Domi- 
nion government of the power of taxation of income and 
business during the war, discriminatory taxation of industrial 
enterprises tended to produce very adverse effects on economic 
progress. As the Royal Commission on Dominion Provincial 
Relations put it, "‘they have grown up in a completely unplan- 
ned and uncoordinated way, and violate every canon of sound 
taxation.”^ 

Free flow of resources within the national economy may be 
hindered by the existence of taxes imposed by states on inter- 
state trade. But even when there are no such specific duties, 
commodity taxation by states, largely when states tax is 
supplemented by use tax, might be practised to create trade 
barriers disrupting the flow of resources in the economy. 

In view of the existence of virtually two independent fiscal 
systems in a federal structure, there is always the possibility 
that the federal and state governments might follow conflicting 
policies. During the depression of 19?0 in the U.S A., ‘‘the 
taxing, borrowing and spending activities of the state and local 
governments collectively ran counter to an economically sound 
fiscal policy,”^ and this contributed to the deepening of the 
slump. The division of functions in the public sector between 
the central government and the local authorities even in U.K. 
proved a limiting factor in the planning and execution of an 
integrated public investment policy during the period of the 
depression. 

The state and local governments tend to behave like private 
enterprise during business cycles. In a boom, they are buoyant 
with optimism, and tend to undertake a programme of expan- 
sion, thus adding fuel to the fire of inflationary expansion. In a 
slump, they are struck with gloomy pessimism, and tend to 
undertake a policy of contraction, thus adding to the deepen- 
ing of the slump. Thus, left to themselves, these governments 
tend to follow “the swings of the business cycle, from crest to 
trough, spending and building in prosperity periods and 
contracting their activities during depression.”® 

The element of perversity imparted to the fiscal policies of 
the regional governments results from the fact that they tend 
to import the orthodoxies of personal finance into their fiscal 
behaviour. They function under serious limitation of taxing 
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and borrowing powers; and therefore, they always look to the 
current or short-term adequacy of their resources This leads 
them to follow a policy of balanced budgets, irrespective of the 
ups and downs of the business cycles. In addition, there seems 
to be a psychological reluctance on the part of the regional 
governments to undertake a compensatory fiscal policy. Since 
economic fluctuations are typically national in scope, it may 
seem not only useless, but also too costly for them to try to 
influence the course of the cycle. The individual action of each 
of these governments would be of meagre importance in 
influencing the course of the cycle, and the multiplier effects of 
their public spending policies would tend to spill over into 
other governmental areas due to geographic leakages. 

Even in those federal countries in which private enterprise 
has played the leading part in the process of economic develop- 
ment, the central planning and direction of fiscal policy both 
for accelerating the pace of economic development and for 
achieving economic stabilisation at the level of f^ull employment 
has acquired an increasing importance. But in these countries 
‘‘increasing needs of central planning have come up against 
major constitutional obstacles or more precisely against psy- 
chological and political obstacles which have their origin in the 
federal constitutions.”® Therefore, it has been held that^ the 
federal system in these countries (U.S.A., Canada, and 
Australia) has shown distinct signs of strain over a number of 
years. “The crux of the matter is that the needs of economic 
direction and social justice have shifted the balance of written 
constitutions enacted under different conditions. The scope and 
interrelations of powers thus framed have altered and this has 
brought into the open the latent contradiction of equal 
sovereignties.”'^ 

Therefore, it has been maintained that “within the highly 
organised modern state with its established minimum of plan- 
ning powers and social duties, it (federalism) is out-of date”® 
and should be replaced by a completely unitary system. 

But such a view of the incompatibility of central planning 
and direction of fiscal policy with the federal structure of public 
finance appears to have ignored the recent developments which 
have occurred in the field of federal finance, and which have 
tended to transform its structure in a remarkable manner. The 
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importance of these developments consists in t^e fact that they 
have tended to make the federal structure increasingly com- 
patible with the needs for central planning and direction of 
fiscal policy both for the purpose of economic development as 
well as for economic stabilization. 

These developments in the field of federal finance can be 
summed up in the shape of two important tendencies: (a) the 
remarkable growth of fiscal centralisation in the federal systems 
of the U.S.A., Canada and Australia; and {b) the transforma- 
tion of the concept of federalism into^one based upon that of 
co-operative federalism. 

Besides, the replacement of a unitary fiscal structure in 
place of federal one in a country with a continental geographi- 
cal dimension might be attended with economic ineflBiciency in 
the administration of fiscal policy. In a country where the 
people are not homogeneous in social outlook, traditions and 
economic interests, centralization in government must not go 
beyond ^‘flexible limits”. As Maxwell puts it, “the unitary and 
federal form of government cannot like a coat be assumed and 
dropped at will by any country. For some countries federalism 
is appropriate because only federalism is practicable.”® As a 
result of the examination of the fiscal impact of federalism in 
the U.S.A., Maxwell came to the conclusion that “American 
federalism has fiscal problems for which outright centralisation 
is no cure.”^° 

Moreover, the existence of the regional governments in the 
context of a federal structure of public finance has an important 
democratic value as providing “limited laboratories in which 
democracy can train itself in the art of government by carrying 
on political and economic experiments.”^^ 

Thus, the supreme necessity in a federal structure is to 
evolve a beautiful blending of the forces of centralisation and 
decentralisation in such a way that fiscal policy is made an 
effective instrument of economic development and stabilisation; 
and sufficient scope is given to the need for democratic expres- 
sion and experimentation. This involves effective co-operation 
and co-ordination in all important spheres of fiscal policy, 
rather than replacement of the federal system by a unitary one. 

The federal dilemma is being resolved in modem times 
through the emergence of the concept of “co-operative 
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federalism” wjiich, instead of emphasising the rights, and inde- 
pendence of the states, approaches the federal proWem essen- 
tially from the point of view of the division of labour rather 
than division of powers, with the objective of maximizing the 
effectiveness of fiscal policy.^^ 

An Assessment of the Impact of Recent Developments 

on Fiscal Policy in some of the Federal Countries 

In the sphere of public finance, the federal governments of 
Australia, Canada and the U.S.A. have steadily increased their 
powers at the expense of the states; and this increase in power 
and the predominant positions they now occupy have come 
about largely by the exploitation of powers granted to them by 
their constitutions. A number of factors have combined to 
contribute to the enormous growth of fiscal centralisation in 
these countries. As K.C. Wheare puts it, ‘‘power politics, 
depression politics, welfare politics and the internal combustion 
engine”^® have tended to bring about this revolutionary trans- 
formation of the structure of federal finance in these countries. 

The increasing growth of the process of industrialisation led 
to close unification and integration of their economies; and 
subjects which were previously regarded of local importance 
began to assume a national importance. The last two^global 
wars necessitating the total mobilisation of the national resour- 
ces led to the use of the apparatus of public finance by the 
federal governments for the sake of national mobilisation. The 
revolution in economic theory and practice brought about by 
the “Keynesian Revolution” tended to impart a great impor- 
tance to fiscal policy as an instrument of economic stabilisation. 
The formulation of the technique of social accounting during 
the Second World War gave a quantitative expression to the 
Keynesian general equilibrium system; and with the help of 
this technique it became possible, to a large extent, to quantify 
the basis of a compensatory fiscal policy. In the post-war 
period, increasing importance has begun to be laid on the 
potentiality of fiscal policy as an instrument of economic 
growth. 

Apart from this, there has occurred a complete change in 
the philosophy of the state, from one based upon concept of 
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laissez-faire to one based upon that of welfare. Thus, the 
increasingSmportance of fiscal policy has been associated with 
the increasing centralisation of the apparatus of public finance 
in these federal countries. 

The growth of fiscal centralisation in these federal countries 
is reflected in the shape of the predominant importance occu* 
pied by the federal government both in the sphere of public 
expenditure as well as taxation. (Tables 2.1 and 2.2) 

Before the depression, the federal government in the U.S.A. 
was mainly concerned with the primary functions of govern- 
ment and the state and local governments with the secondary 
functions. Since the New Deal, the federal government has 
taken over more of the responsibility for the expanding social 
services. Thus, the federal government has come to participate 
in a large number of social and developmental functions like 
flood control and irrigation, multi-purpose projects like the 
agricultural aid and research and financing of rural electrifica- 
tion. Though the process of economic growth in the U.S.A. has 
been left mainly in the hands of private enterprise, the federal 
government has been spending considerable sums of money 
through federal agencies such as the Research and Develop- 
ment Corporation on industrial research. 

Similar trends towards the growth of the public sector and 
the Illative importance of the federal government in it are 
also noticeable in Canada and Australia. As a result of the 
depression, the State governments in Canada failed to meet the 
responsibilities for the payment of the fixed charges on their 
outstanding debt and the cost of unemployment relief and other 
social services. In accordance with the recommendations of the 
Royal Commission on Dominion-Provincial Relations the 
Dominion government undertook the responsibility for un- 
employment insurance and direct administration and financial 
responsibility of assistance to farmers. It also assumed responsi- 
bility for the payment of the provincial debts. The Australian 
federal government has also played an increasingly important 
part in the financing of unemployment relief, provision of roads 
and encouragement of agriculture as well as in post-war recon- 
struction schemes. 

There has also occurred profound change in the tax struc- 
tures of these countries with the growing predominance of the 
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federal goverrwnents in them. 


Table 2.1 

Percentage Distribution of Government Expenditure in the U S.A. * 


Year 

Federal 

State 

Local 

Total 

Total as % of the 
National Income 

1890 

35 6 

9.9 

54.5 

100 

7 

1929 

27.0 

17.6 

55.4 

100 

12 

1936 

52.7 

1,4.8 

32.5 

100 

23 

1940 

48.5 

20.1 

31.4 

100 

21 

1944 

92.1 

3.5 

4.4 

100 

56 

1948 

67.5 

15.7 

16.8 

100 

N.A. 

1953 

74.0 

13.0 

13.0 

100 

34 

\%9 

55.0 

21.0 

24.0 

100 

— 

1972 

51.0 

24.5 

24.5 

100 

— 

♦Estimated on 

the basis 

of figures 

contained 

in the Statistical 


Abstract of the U.S.A, and Statistical Yearbook^ 1973, 1.M.F. 


Table 2.2 

Percentage Distribution of Government Expenditure in Australia* 


Year 

Federal 

State 

Total 

1938-39 

40.5 

59.5 

100 

1952-53 

70.2 

29.8 

100 

1973 

56.0 

44.0 

100 


♦Yearbook of the Commonwealth of Australia, No. 40, 1954 and 
Bulletin No. 44, Commonwealth Bureau of Census and Statistics, 
Australia 1953-54, and Statistical Yearbook^ 1973, LM.F. 

In Canada in 1950-51; the expenditure by the Dominion governments 
constituted 65 per cent of the total expenditure of the federal, state and 
local governments while the expenditure of the state and local bodies 
constituted 19 per cent and 16 per cent respectively of the total in that 
year. Estimated on the basis of figures in Canada Yearbook 1955, 
Dominion Bureau of Statistics. 

Though the American system of public finance is still 
characterised by the existence of competitive and overlapping, 
taxation of personal and business incomes, the hold of the 
federal government on these taxes has considerably increased 
in recent times. In 1931 the federal government derived 80 per 
cent of the aggregate proceeds of taxes on personal income,. 
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Table 73 

Tax Revenues of the Public Authorities in U S.A.* 
{Amount in billions of dollars) 


Year 

Federal 

State 

Local 

Total 

Total as % 
of the 
National 
Income 

1890 

0.4 

O.l 

0.4 

0.9 

7.2 

1920 

5.1 

0.6 

2.8 

9.2 

12.5 

1930 

3.5 

1.8 

50 

10.3 

12.7 

1936 / 

3.8 

2.4 

4.3 

10.5 

17.0 

1940 

5.8 

5.1 

4.7 

15.6 

20.3 

1944 

41.2 

5.4 

4.8 

52.4 

29.9 

1953 

70.2 

11.9 

10.5 

92.6 

32.2 

1972 

295.8 

IIO.O 

105.0 

510.0 

40.0 1 


* Statistical Abstract of the US,A, 

1. As per cent of the gross domestic product. Figures refer to total 
revenues. 


Table 2.4 

Tax Revenues of the Public Authorities in Australia* 
{Amount in millions {Australian) 


Year 

Federal 

States 

Total 

’ 1938-39 

74.1 

50.5 

124.6 

1952-5J 

895.4 

71.0 

965.4 

1973 

9081.0 

6645.0 

15726.0 


*Yearbook of the Commonwealth of Australia, No. 40, 1954 and 
Bulletin No. 44 Commonwealth Bureau of Census and Statistics, 
Australia, 1953-54 and I.M.F. Statistical Yearbook Figures for 1973 
also include those of the local Government. 

In 1950-51, taxation by the federal government of Canada, amounted 
to 74 per cent of the aggregate tax revenues of the federal, state and local 
governments, while the state and local taxes constituted 14 and 12 per 
cent respectively of the aggregate tax revenues in that year. Estimated 
from Canada Yearbook 1955, Dominion Bureau of Statistics. The pre- 
dominance of the Federal Government in Canada in this regard persists 
still. 

profits, gift and inheritance, in 1953 the proportion rose to 96 
per cent. The Dominion Government of Canada assumed com- 
pletely the power of taxation of income and inheritance since 
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1943; and the provinces have been completely excluded from 
this field. In Australia also, the Commonwealth Government 
assumed complete control over income and inheritance taxes 
since 1943; and the provinces have been completely excluded 
from this field. In Australia also, the Commonwealth Govern- 
ment assumed complete control, over income and entertainment 
taxes since the war; and the states have been excluded from 
this sphere. This means that the direct-indirect dichotomy 
which, to a great extent, characterised the federal fiscal systems 
has been practically gi\^en up; and the federal government has 
acquired virtual monopoly over taxes on incomes and profits. 

Thus, the federal governments have acquired an effective 
control for manipulating the apparatus of public finance. The 
growth of fiscal centralisation has also been considerably streng- 
thened by the growing importance of federal grants in the 
finances of the regional governments.^*^ The apparatus of federal 
grants in the U.S.A. has been used to counteract the perverse 
fiscal behaviour of the regional governments and to make them 
fall in line with the fiscal policy of the federal government. 
Thus, federal grants have become an important instrument in 
counter-cyclical policy.’^ It has been maintained that ‘‘by its 
policy of grants, Washington has conquered the 48 states and 
turned them into a superior kind of countries.”^® 

In the beginning of the depression in the U S.A.,* the 
perverse policy of the regional governments tended to weaken 
the efficacy of the federal counter-cyclical policy. As a result, 
the federal government had to counteract this tendency by 
encouraging them to undertake public works planning through 
their state and local planning boards but financed largely by 
means of federal funds. The grant programme was set in 
motion also because the fiscal ability of many state and local 
governments seemed to be seriously impaired by the effects of 
the depression. 

The growth of fiscal centralisation has also been strengthen- 
ed by the establishment of effective administrative machinery 
for co-operation and for co-ordination of fiscal policy of the 
public authorities in these federal structures. In the case of 
Australia, it has been possible to plan and execute a successful 
counter-cyclical policy because of the Australian Loan Council 
which has the authority to approve the schemes put forward 
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by different goyernments and also to arrange foj the necessary 
finance. Tl has been maintained that the establishment of the 
Loan Council in Australia, ‘^an institution for compulsory co- 
operation betweeen general and regional governments super- 
imposed upon the federal system, is a unique event in the 
history of the financial relations of general and regional govern- 
ments in a federation.”^’ The growth of the fiscal centralisation 
and the institution for effective co-ordination of fiscal policy 
have turned "‘Australian federal constitution and government 
into a quasi-federal constitution and government.”^® 

In the post-war years, the federal governments of U.S.A., 
Canada and Australia assumed the responsibility for main- 
taining the condition of high and stable level of employ- 
ment. In pursuance of this policy, the U.S.A. Congress passed 
the Employment Act of 1946. The Act provided for the setting 
up of the administrative machinery required for the success- 
ful implementation of this policy. The Act enjoins upon the 
federal government “to use all practicable means consistent 
with its needs and obligations and other essential considerations 
of national policy, with the assistance and co-operation of 
industry, agriculture, labour and state and local governments, 
to co-ordinate and utilise all its plans, functions and resources 
for the purpose of creating and maintaining, in a manner calcu- 
lated to foster and promote free competitive enterprise and the 
general welfare, conditions under which there will be afforded 
useful employment opportunities, including self-employment, 
for those able, willing and seeking to work, and to promote 
maximum employment, production and purchasing power.”^^ 

The Act has provided for the gathering together into one 
place the best information available regarding what is happen- 
ing in the economy; and provision has also been made for the 
interpretation of these data, and for making the interpretation 
available to the President and Congress for action. 

The President in his Economic Report presents a comprehen- 
sive picture of the nation’s economic budget. In it, he analyses 
the state of the economy and the fiscal policy that the govern- 
ment has been following, and sets forth in it an integrated pro- 
gramme for promoting national prosperity in the year ahead in 
the light of the interpretation of the possible future trend of the 
economy. In the preparation of the Report, the President has 
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the services all Government Departments, the advice of 
representatives of industry, agriculture, labour and state and 
local governments as well as of the Council of Economic 
Advisers. 

Thus, the growth of fiscal centralisation along with the 
development of effective co-operation and co-ordination has 
tended to impart a large measure of effectiveness to fiscal policy 
as an instrument both of economic development and stabili- 
zation in these federal countries. Federalism developed by the 
Soviet Union is the constitutional expression of the multi- 
national state. But political, social and economic direction is 
quite clearly at the centre; and centralised state planning is the 
original and distinctive characteristic of the Soviet Economic 
System. In accordance with Article 14 of the constitution of 
1936, the powers of the All-Union authorities include the con- 
firmation of the unified state budget of the U.S.S.R. as well as 
of the taxes and revenues which go to form the All-Union, 
the Republic and local budgets."® The national budget plays the 
part of the central agency where the income of the country is 
concentrated and through which it is redistributed to finance 
the planned objectives for the expansion of the country’s pro- 
ductive capacity. 

Federalism iti a Developing Economy 

The crux of the problem of economic development in an 
under-developed country lies in a significant expansion of the 
rate of its capital investment so that it attains a rate of growth 
of output which exceeds the rate of growth of population by a 
significant margin. Only in the context of such a rate of capital 
investment will a developing country begin to improve its 
standard of living. 

In an underdeveloped country, there is a circular constel- 
lation of forces tending to act and react upon one another in 
such a way as to keep a poor country in a stable state of under- 
development equilibrium. The condition of under-development 
equilibrium is caused by a circular relationship existing on both 
the demand and the supply side of the problem of capital 
formation. “On the supply side, there is the small capacity to 
save, resulting from the low level of real income. The low real 
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income is a reflection of low productivity which ^ in its turn is 
due largely to the lack of capital The lack of capital is a result 
of the small capacity to save, and so the circle is complete. On 
the demand side, the inducement to invest may be low because 
of the small buying power of the people, which is due to their 
small real income, which again is due to low productivity. The 
low level of productivity, however is a result of the small 
amount of capital used in production, which in its turn may be 
caused at least partly by the small inducement to invest.”^^ 

Therefore, the low level of capital formation in an under- 
developed country is due both to the weakness of the induce- 
ment to invest as well as to the low propensity and capacity to 
save. 

In such an economy, the low level of per capita producti- 
vity limits the magnitude of real demand for output, which as a 
result of the working of the acceleration effect tends to react 
unfavourable on the marginal efiiciency of capital leading to the 
weakening of inducement to invest. The low inducement to 
invest also arises as a result of the deficiency of dynamic entre- 
preneurship which was regarded by Schumpeter as the focal 
point in the process of capitalist development. 

Therefore *‘we are here in the classical world of Say’s law. 
In under-developed areas, there is generally no ‘deflationary 
gap’'* through excessive savings. Production creates its own 
demand, and the size of the market depends on the volume of 
production. In the last analysis, the market can be enlarged 
only through an all-round increase in productivity. Capacity to 
buy means capacity to produce.”^^ 

A high rate of investment and growth of output cannot be 
attained in an underdeveloped country simply as a result of 
the functioning of the market forces. Even the operation of 
these forces is hindered by the existence of economic regidities 
and structural disequilibrium. Economic progress is not a spon- 
taneous or automatic affair. On the contrary, it is evident that 
there are automatic forces within the system tending to keep it 
moored to a given level.^^ 

The vicious circle of underdevelopment equilibrium can be 
broken only by a comprehensive governmental planning of the 
process of economic development, A programme of planned 
and balanced growth including investment in different branches 
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of production alone can succeed in overcoming the hump that 
hinders the process of growth, whereas a single individual pro- 
ject might appear to be too unattractive. As Ragnar Nurkse 
puts it, “the main point is to recognise how a frontal attack of 
this sort— -a wave of capital investments in a number of different 
industries can economically succeed while any substantial appli- 
cation of capital by an individual entrepreneur in any particular 
industry may be blocked or discouraged by the limitations of 
the pre-existing market. Where any single enterprise might 
appear quite inauspicious and impracticable, a wide range of 
projects in different industries may succeed because they will all 
support each other .... In this way the market difficulty, 
and the drag it imposes on individual incentives to invest is 
removed or at any rate alleviated by means of a dynamic ex- 
pansion of the market through investment carried out in a 
number of different industries.^^ 

Dr. Myrdal has pointed out that contrary to what ortho- 
dox economic theory would lead one to expect, economic 
inequalities between nations are increasing, and he has argued 
that this is bound to happen whenever the free play of market 
forces is allowed to continue unchecked.®^ He has maintained 
that the false assumptions of the classical economic theory have 
led it astray and its teachings and conclusions have proved 
definitely misleading to the underdeveloped countries. The 
classical economic theory believes in equilibrating tendencies in 
economic affairs; but the functioning of the market forces does 
not lead to a high rate of economic development in the under- 
developed countries. Therefore, Dr. Myrdal has argued that 
such a theory should be superseded by theories based on the 
principle of cumulative causation. If a backward community 
does not wish to remain caught in a vicious circle, it must inter- 
fere deliberately with the market forces in order to break it. 

Arguing for governmental planning, Dr. Myrdal has main- 
tained that “if an underdeveloped country really succeeds in 
starting and sustaining by its policy interferences, upward 
cumulative process of economic development, this will provide 
more and not less space for want of private enterprise such a 
country possesses or is able to foster. And the central planning 
will constantly have to aim at breaking the rigidities which afe 
mark of underdevelopment, and to seek to establish grekter 
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flexibility iiithe entire economic and social fabric?”^*^ Dr. Myrdal 
maintains that gbvernmental planning represents “an attempt 
at a complete reversal of what once happened in the new deve- 
loped countries as described by the Schumpeterian model.”^^ 
The natjonal plan cannot rationally be made in terms of the 
costs and profits of individual enterprises because most of the 
investments to be planned are not profitable from the market 
point of view. This is true not only of the big investments where 
the main purpose is to create the external economies for indus- 
tries which are not yet in existence but are planned for a dis- 
tant future.28 The whole meaning of a national plan is to give 
investment such protection from the market forces will permit 
it to be undertaken in spite of the fact that it would not be 
remunerative according to private business calculations A 
national plan senses the inadequacy of private business calcula- 
tions in terms of costs and profits as they do not reflect faith- 
fully the social goals of national planning. 

In the initial phase, the process of development in an under- 
developed country is hindered primarily owing to the lack of 
the basic economic foundation in the shape of the deficiency of 
environmental facilities and equipment. Their growth demands 
considerable investments in social and economic overheads. 
Such investments will lead to the creation of external economies 
which in their turn will provide incentives to the development 
of private enterprise in the field of industry as well as of agri- 
culture. 

Investments in social overheads will not be able to attract 
private enterprise, because the returns from them may not be 
realised in monetary terms, and the indirect returns from them 
in the form of an increase in the supply of technical skill and 
higher standards of education and health can be realised only 
over a long period. It may not be possible to divide such services 
into small units which can be sold at a price in the markets and 
such services being aggregative in nature yield an aggregative 
satisfaction. Besides, the provision of such services on the basis 
of the principle followed in the private sector of the economy will 
tend to violate the canon of equity which constitutes one of the 
cardinal doctrines of modern fiscal theory. Therefore, the crite- 
rion of social productivity as distinguished from that of private 
profitability is applicable in the case of investments in social 
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overheads, and^this determines the direct participation of the 
government in the projects of this nature in the process of 
planned development. 

The investments in economic overheads demand huge ex- 
penditures of capital which are usually beyond the capacity of 
private enterprise in an underdeveloped country. Besides, the 
returns from such investments can be realised only in the long 
run for which private enterprise is usually not prepared to wait. 
Therefore, the government alone can undertake such invest- 
ments, ^ 

Thus, in the initial phase of the process of development the 
government of an underdeveloped country is required to create 
the basic economic foundation for development by direct public 
investments in social and economic overheads. The role of 
government which is relevant to economic growth has centred 
generally on nine categories of functions such as “maintaining 
public services, influencing attitudes, shaping economic institu- 
tions, influencing the use of resources, influencing the distribu- 
tion of income, controlling the quantity of money, controlling 
fluctuations, ensuring full employment, and influencing the level 
of investment.”^® Though these functions have relevance for 
underdeveloped countries, the stepping up of the rate of deve- 
lopment by forcing up the level of investment constitutes the 
principal function of government in an underdeveloped couhtry. 

The forcing up of the level of investment necessitates a 
corresponding forcing up of the level of savings. In the absence 
of government intervention, the rate of domestic saving is 
determined principally by the ratio of profits to national in- 
come, but this ratio is very low in an underdeveloped country. 
Therefore, in such a country a higher rate of domestic saving 
can be achieved only by force exercised through the medium 
of taxation and inflation. Therefore, as Prof. W.A. Lewis puts 
it, the range of governmental functions is “even wider in the 
less developed economies. For example, in the less developed 
economies research depends to a great extent upon public than 
upon private funds; the governntent has to concern itself to a 
greater extent with attitudes, the price mechanism functions 
less adequately; more pioneering by government is necessary; 
saving is more of a problem; there is greater poverty to be 

aUeviated.”3o 
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The principal objective of every national development plan 
is to embody a decision to increase the total amount of invest- 
ment aimed at raising the productive powers of a country. 
Besides the plan must define the means by which this can be 
done. A plan, apart from determining the total target of invest- 
ment, has also to define the targets for different sectors. Plan- 
ning by its very nature involves an allocation of resources in 
terms of a scheme of priorities determined by the central plan- 
ning authorities in the light of their assessment of the needs 
and the potentialities of the economy. A*s an underdeveloped 
country has an acute shortage of investible resources, its plan- 
ning authorities have to take into consideration the important 
fact that allocation of resources embodied in the plan leads to 
the acceleration of the rate of economic growth to the greatest 
possible extent. 

The two problems involved in planning, i.e., the fixation of 
the total investment target and the allocation of that invest- 
ment between different projects are usually treated separately 
for analytical convenience. But in essence, they are inter-depen- 
dent in significant aspects. ‘Tf non-linear relationship (e.g., 
diminishing returns, diminishing marginal utility) are introduced, 
the absolute size of investment should affect its allocation. 
Similarly, if the propensity to consume of the owners of factors 
of production used in the investment varies with the type of 
investment, the total amount of investment possible, given the 
surplus of consumer goods, will depend upon its allocation.”®^ 

Economic development has to be viewed as an induced and 
controlled cumulative process and a national plan for develop- 
ment is a blueprint of this process. As Dr. Myrdal puts it, 
*'A national plan should be a blueprint of a cumulative process 
of economic development in a country, as this process will 
evolve when started, sustained and controlled by certain indu- 
ced exogenous changes in the social system, represented by 
purposeful state interferences as defined in the plan. This 
blueprint must, therefore, be built on a study of the circular 
causation running back and forth between all relevant factors 
in the social system of the country, ‘Economic’ as well as non- 
economic.”®^ 

A comprehensive plan of economic development has to be 
viewed basically in terms of the supply and demand for real 
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resources in order to ensure equilibrium in the , process of 
growth. Therefore, planning must be done in physical and real 
terms; and it has to be conceived in terms of a dynamic equili- 
brium between the growth of planned investments and the level 
of planned savings, both considered in real terms. As Dr. 
Myrdal puts it, ‘‘A whole cumulative expansion process has to 
be blueprinted in terms of concrete investment projects and 
their effects; on the volume of production in various lines, on 
consumption, on the employment of workers and natural 
resources, on health,'* education and the productiveness of 
labour, and so on, in various sectors and in different years, with 
main attention focussed on the circular causal interaction be- 
tween all the factors in the system.”^® 

In order to ensure that the supply of real resources is con- 
sistent with their demand, the entire problem of the demand 
and supply of real resources must be viewed by the planning 
authorities in the context of a comprehensive budget of resour- 
ces. Apart from this, budgeting would be necessary for each 
kind of resources such as manpower, skilled labour and foreign 
exchange in order to ensure balance in the process of growth* 
In order to achieve inter-sectoral balance, it would be necessary 
to ascertain the consistency of the programme of investment in 
each sector and in each industry. This would necessitate the 
application of the Leontief input- output analysis to each in- 
dustry. 

In visualising the rate of economic growth to be attained by 
the economy, the planning authorities would be constantly 
faced with the problem of a conflict between the needs for con- 
sumption and those for investment; and the way in which this 
conflict is resolved determines the speed which the economy 
will attain in the process of its development. Planning for an 
accelerated and speedy rate of economic growth would involve 
the ploughing back of an increasing proportion of the increment 
in aggregate output into investment. But the extent of compul- 
sion which is possible to exercise will be basically a function 6f 
the character of the political and social system of the 
developing country . 

The planning authorities would also be required to visualise 
the growing pattern of aggregate output in terms Of the chang- 
ing structure of demand iu a growing economy. The income 
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elasticities for different commodities and services tend to be 
different 'at expanding levels of income. The elasticity of 
demand for agricultural output tends to be less than unity 
after a certain rate of growth in the level of output has been 
attained. The elasticity of demand for manufactures tends to 
be more than unity, and that for services greater than that for 
manufactures at expanding levels of real income. 

The important role that the government has to play in 
accelerating the rate of economic growth of an underdeveloped 
country imparts a peculiar significance* to the apparatus of 
public finance for mobilising an adequate volume of resources. 
Due to the shortage of voluntary savings, the government is 
compelled to resort to the device of forced savings through 
taxation and inflation. The use of taxation for the mobilisation 
of development finance in a developing economy may be 
considered in two aspects: (1) Static and (2) dynamic. In the 
static aspect, when the economy tends to stay at a stable 
level of underdevelopment equilibrium, taxation as an instru- 
ment of development finance should impinge on the consump- 
tion constituent of aggregate demand in such a way that 
the basic incentives of the economy are not unduly im- 
paired. To the extent that taxation releases resources from 
non-functional consumption and unessential investments, its 
importance lies not so much in the reduction of overall effective 
demand, but rather in the reduction of demand for certain 
resources which are thereby set free and made available to the 
public sector. But in its dynamic aspect, as the aggregate 
output tends to expand due to the expansion of investment, tax 
policy must aim at preventing the increment in output from 
being consumed by deliberately ploughing back an increasing 
proportion of it into the pool of investible resources of the 
public sector. 

A developing economy has to develop an optimum tax 
system with the objective of mobilising the maximum volume 
of resources. But such a tax system must be built up in the 
light of certain criteria. In fiscal economics, the criteria of tax 
policy are constituted in the light of the announcement and 
distribution effects of taxes.^^ But a developing economy has to 
pay less heed to the distribution effects because giving a greater 
importance to them may come in the way of the economic 
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progress of the country. The optimum tax structure of the 
developing country has to be evolved largely on ftie basis of 
the consideration of announcement effects. Therefore, tax 
policy in a developing country has to be geared effectively to 
the taxation of non-entrepreneurial incomes, providing at the 
same time adequate incentive to the private sector undertaking 
useful production and essential investment. This means that 
the impact of the tax structure should be felt mostly on the 
restriction of consumption and unproductive investment. 

The increasing imjfortance of the role of government in 
accelerating its rate of economic development imparts a great 
significance to the appropriateness of the structure of public 
finance in a developing country. The institutional implications 
of comprehensive governmental planning involved in the 
process of economic growth and the need to utilize the instru- 
ments of taxation and public borrowing for the sake of mobilis- 
ing an adequate volume of development finance for the public 
sector lead to the conclusion that the developing country must 
possess a structure of public finance capable of fulfilling these 
tasks effectively. Thus, a highly unified structure of public 
finance may appear to be the most appropriate model of one 
suited to a developing country. Viewed from this point of view, 
a federal structure of public finance in which constitutionally 
independent fiscal systems operate within a national economy 
may not conform to the requirements of a fiscal policy suited 
to a developing economy, unless the fiscal policies of the 
Federal and the State Government are effectively co-ordinated. 

The requirements of central planning in a developing eco- 
nomy necessitate that the Federal Government must have the 
adequate powers of central guidance, supervision and leader- 
ship embodied in the written constitution and that it must have 
the necessary authority to enforce compliance with central 
planning decisions on the part of the regional governments. 
There should be no overlapping and conflicting jurisdiction in 
the sphere of income and business taxation. But these condi- 
tions are bound to modify the federal structure of public 
finance beyond recognition and some will express doubt 
whether such a structure will remain federal at all. But the 
logic of accelerated and planned economic development is not 
compatible with the orthodox concept of federal finance. 
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In the context of democratic planning, a significant measure 
of regional decentralisation is vitally necessary. The concept of 
democratic planning necessarily assumes an approach to 
development policy involving a beautiful blending of central 
planning and direction of development policy,, and a large 
measure of decentralisation as regards its actual execution and 
implementation. Even in the Soviet Union, there have been 
significant developments in recent years towards administrative 
decentralisation in the spheres of industrial and agricultural 
development, programming and execution and administration 
of plans. 

A federal fiscal structure usually obtains in a country with 
continental geographical dimensions. In such a country with 
large regional variations in the distribution of resources, 
regional planning must play an important part in the develop- 
ment of national resources. Regional planning will be able to 
take into account the needs of the different regions as well as 
their potentialities; and plans for their development can be 
eflfectively formulated and executed only by the regional autho- 
rities. But regional planning must be fitted organically into the 
larger framework of national planning. The regional authorities 
alone can evoke a larger measure of popular co-operation 
which js of very great importance in democratic planning. 

Thus, in the context of democratic planning, the role 
assigned to the central planning authorities in a federal struc- 
ture appears to be to help the regional governments in the 
formulation and implementation of their development plans 
and to co-ordinate them with the central plan so as to evolve a 
national plan on the basis of an appraisal of the needs of the 
economy and the availability of resources. 

The institutional needs of central planning accompanied by 
effective regional planning and decentralised implementation 
demand that there should be effective planning institutions both 
at the central and regional levels and there should be complete 
co-ordination between central and regional planning decisions 
and authorities. It should not be beyond human ingenuity to 
evolve such planning institutions in a federal system of a 
developing country so that the needs of central planning of 
development policy may be made compatible with a substantial 
measure of regional decentralisation; outright centralisation 



30 Federal Finance andrEconomic Development in India 

would be no^ solution to the federal problem in a^developing 
country. 

The entire problem needs to be viewed from the point of 
view of the concept of optimum adopted in the theory of 
industrial economics. From the point of view of national plan- 
ning, a national planning institution may conform to the 
concept of optimum, but from the point of view of regional 
development it departs from the criterion of optirnum. Besides, 
as regards the actual implementation of some of the develop* 
ment projects, too much centralisation would be wasteful ^nd 
inefficient. Therefore, the executing agency must have an 
optimum size which is smaller than the national planning 
agency. It is true that with regard to the execution of certain 
schemes which are of national importance and which cover 
more than one state, the executing agency must have an opti- 
mum size which embraces the whole country. These optima 
can be reconciled only if there is a federal structure of public 
finance with sufficient authority to the Central Government to 
undertake and enforce central planning decisions along with 
regional planning and executing agencies. 

But apart from the problem of formulation and implemen- 
tation of planning decisions, a number of other issues also arise 
in the context of a federal system of public finance. One such 
issue is the question of the financing of the plan and the sharing 
of the financial resources between the federal government and 
the constituent units. Generally in the context of financing a 
programme of planned development, an imbalance tends to 
arise between the financial resources and the need for sucb 
resources on the part of the federal government and the consti- 
tuent units. While the federal government has a command over 
expanding and elastic resources and also has the power tc 
create money, the financial resources of the constituent units 
are limited and not as elastic as these of the federal govern- 
ment. At the same time the responsibility of the constitueni 
units to undertake programmes of development is dispropor- 
tionately large in comparison to that of the federal government, 
The problem of financial disequilibrium has been one of the 
most baffling problems in the developing countries with a 
federal system of public finance. 

, This, therefore, requires that an. appropriate system b( 
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devised to^ solve the problem of financial disequilibrium in a 
dynamic framework. A number of devices have been adopted 
in many of the developing countries to resolve the problem. 
One device is the devolution of resources from the centre to 
the states in the form of grants and loans to finance specific 
-schemes of development. Another device has been the sharing 
of specific tax resources among the centre and states and their 
allocation among states in terms of definite criteria. But what- 
ever be the scheme of allocation devised ;n the different federal 
countries, the financial dependence of the state governments on 
the federal government has tended to increase strengthening the 
tendency to fiscal centralisation. This has created a sense of 
resentment in the state governments and they have found their 
fiscal autonomy progressively eroded in course of the process of 
planned development. 

Another issue that has arisen in this regard is the question 
of the achievement of inter-regional balance in development. It 
was argued in the first chapter of this book that the redistribu- 
tive ideals of public finance have to be subordinated to the 
objective of maximising the rate of economic growth in 
developing countries. This might be true in the initial stages of 
the planning process in the developing countries. But it is to be 
borne in mind that large disparities in the levels of develop- 
ment in the different regions of a country tend to generate 
forces which produce adverse effects on the growth of the 
economy. There takes place migration of human and other 
resources from the regions with low levels of growth to those 
with high levels of growth. The regions with high levels of 
growth generate conglomeration economics attracting resources 
and industries to them Such tendencies create depressed 
regions magnifying disparities in levels of development and 
thus defeating the objective of the programme of planned 
development. These will have serious political overtones also. 

Therefore, in the developing countries with a federal system 
of public finance it is necessary to bring about a pattern of 
resource allocation in order to achieve a national minimum 
level in essential services and infrastructure. The ultimate 
objective, however, should be to achieve an inter-regional 
balance in economic development through operating a system 
pf resource allocation which tends to fill in the gaps in the need 
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for resources and their availability in a dynamic framework. 
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PROBl,EMS OF FEDERAL FINANCE 

IN INDIA 


The Problem Relating to the Central Planning of Deve- 
lopment Policy in India 

The structure of public finance as embodied in the Govern- 
ment of India Act 1935 and readapted after Independence in 
1947; and that embodied in the new Constitution of 1950 
assigned substantial powers and functions relating to economic 
development to the states. The general framework of the 
delimitation of legislative, administrative and fiscal competences 
of the Union government and of the governments of the States 
as embodied in the Constitution of 1950 represents largely an 
adaptation of the federal structure contained in the Act of 
1935. Therefore, a description of the division of powers relating 
to economic development contained in the new Constitution 
would help in assessing the nature of the problem relat ng to 
the planning and coordination of development policy in Federal 
India. 

The pattern of the distribution of powers in the new Consti- 
tution as in the Act of 1935 is based upon three categories (a) 
Union, (b) State, and (c) Concurrent ^ The powers contained in 
the Union and State lists of subjects define the respective spheres 
of action of the Union and the State governments; but with 
regard to the concurrent jurisdiction, the Constitution guaran- 
tees the supremacy of the action of the Union government by 
providing that any State law relating to a concurrent subject 
would be construed as ultra vires to the extent of its repug- 
nancy to the Union law.^ 

Subjects in the Union list relating to economic development 
— atomic energy, and mineral resources necessary for its pro- 
duction, control and development of the system of railway 
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transport, ^lational highways, shipping and navigation on 
national waterways, maritime shipping and navigation as well 
as air transport, control over international and inter-State trade 
and commerce, the system of insurance, stock exchanges and 
markets, power to control industries in the private sector 
declared by Parliament to be expedient in the public interest, 
the responsibility for the development of basic industries in the 
public sector, the regulation and development of oil fields and 
mineral oil resources, petroleum and petroleum products, regu- 
lation of mines and mineral development and regulation and 
development of inter-State rivers and river- valleys. 

(b) Subjects in the State list relating to economic develop- 
ment — the regulation and development of local government, 
public health and sanitation, hospitals and dispensaries, educa- 
tion, means of communication such as roads, bridges, ferries 
and other means of communication not included in the Union 
list, agriculture, cattle wealth, water supplies, irrigation and 
canals, drainage and embankments, water storage, water power 
except inter State waterways and mter-State river-valley schemes, 
to define the rights in or over land, to control the system of 
land tenures and to undertake projects of land improvement 
and colonisation, to arrange for agricultural loans, the develop- 
ment jof forests, fisheries, gas and gas works, trade and com- 
merce within the State and control over such industries not 
included in the Union list. 

But apart from the assignment of substantial powers and 
functions relating to economic development, the States have 
been endowed with considerable independent command over 
resources; and also over the manner in which the resources 
given to them may be developed and utilized. Thus, the struc- 
ture of public finance appears to put a sharp limit to the central 
planning of development policy. 

The mobilisation of resources of the economy for accelera- 
ting the tempo of economic development resembles the total 
mobilisation of resources under war time. The federal structure 
embodied in the Act of 1935 and readapted after Independence 
as well as that contained in the new Constitution endowed the 
Centre with emergency power as a result of which it could 
ensure the fulfilment of conditions and obligations by the 
States considered essential for a planned and co-ordinated 
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implementation of development policy in the pubk'c sector.^ It 
was also laid down that the executive power of a state has to 
be exercised in such a manner as to ensure compliance with 
Central policy, and the Centre could give such directions to 
the States as found necessary for the purpose.^ 

Besides the new Constitution of 1950 has provided for the 
central planning and co-ordination of development policy by 
including “economic and social planning” in the concurrent 
list of subjects with regard to which both the Centre and States 
have to work in complete unison; the Centre having a constitu- 
tional guarantee of supremacy of action in the sphere. 

Thus, by endowing the Centre with emergency powers and 
by embodying the subject of “social and economic planning” 
in the concurrent list of subjects, the Indian federal system 
appears to have envisaged the unified operation of the structure 
of public finance for implementing a policy of planned develop- 
ment in the public sector. 

The Problem of the Mobilization of Resources for the 

Public Sector through Taxation 

The Indian federal structure has avoided a clear-cut dicho- 
tomy in the distribution of financial resources betw^een the 
Centre and the States, and by providing for a number of equili- 
brating revenue resources, it has sought to correlate the resources 
of the states to their expanding fiscal needs in the context of 
an accelerated process of economic development. The pattern of 
distribution of revenue resources has been based upon the 
following categories:^ 

(a) Exclusively federal taxes, i.e., taxes levied and collected 
by the Union and appropriated by it; 

(b) Exclusively State taxes, i.e., taxes levied and collected by 
the States and appropriated by them; 

(c) Duties levied by the Union but collected and appropri- 
ated by the States; 

(d) Taxes levied and collected by the Union, but assigned to 
the States; 

(e) Taxes levied and collected by the Union and distributed 
between the Union and the State. 

In the first category are included (a) duties of customs 
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including export duties, (b) corporation tax, (c) tax^s on capital 
value of assdts exclusive of agricultural land, of individuals and 
companies and taxes on the capital of companies, (d) stamp 
duties on transactions in stock exchanges and futures markets, 
(e) rate of stamp duty in respect of bills of exchange, cheques, 
promissory notes, bills of lading, letters of credit, policies of 
insurance, transfer of shares, debentures, profits and receipts. 

The second category includes the following: (a) land revenue, 
(b) taxes on agricultural income, (c) duties in respect of succes- 
sion to agricultural land, (d) taxes on lands and buildings, (e) 
taxes on mineral rights subject to any limitation imposed by 
Parliament by law relating to mineral development, (/) duties 
of excise of the following goods manufactured or produced in 
the State and countervailing duties at the same or lower rates 
on similar goods manufactured or produced elsewhere in India 
— (0 alcoholic liquors for human consumption, (ii) opium, 
Indian hemp and other narcotic drugs and narcotics; but not 
including medicinal and toilet preparation containing alcohol or 
any substance mentioned above, (g) taxes on the entry of goods 
into a local area for consumption, use or sale therein, (h) taxes 
on the consumption or sale of electricity, (i) taxes on the sale or 
purchase of goods other than newspapers, (/) taxes on adver- 
tisements other than advertisements published in the news- 
papers, {k) taxes on goods and passengers carried by road or 
on inland waterways, (/) taxes on vehicles whether mechanically 
propelled or not, suitable for use on roads including tramcars, 
(m) taxes on animals and boats, (n) taxes on professions, 
trades, callings, and employments, (o) capitation tax, (p) taxes 
on luxuries including taxes on entertainments, amusements 
betting and gambling, (g) rates of stamp duty in respect of 
documents other than those specified in the provisions of the 
Union list with regard to rates of stamp duty, (r) fees in respect 
of any of the matters in the State list, but not including fees 
taken in any court. 

The third category contains the following: (1) such stamp 
duties and such duties of excise on medicinal and toilet prepara- 
tions as are mentioned in the Union list. This provision has 
been made for the sake of achieving uniformity: because these 
duties are on things which demand uniform fiscal treatment 
throughout the whole country. 
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The fourth category includes the following items: (a) duties 
in respect of succession to property other than agricultural land, 
(b) estate duty in respect of property other than agricultural 
land, (c) terminal taxes on passengers carried by railways, sea 
or air, (d) taxes on railway fares and freights, (e) taxes other 
than stamp duties on transactions in stock exchanges and 
futures markets and (/) taxes on the sale or purchase of news- 
papers and advertisements published therein. 

The fifth category has the following items: (/) taxes on in- 
come other than agricultural income. But the Parliament can 
levy surcharges in this regard entirely for the purposes of the 
Union, (z7) Union duties of excise other than such duties of 
excise on medicinal and toilet preparations as are included in 
the Union list. 

From the point of view of the mobilisation of resources for 
the development plan of the public sector, the division of the 
powers of taxation between the Centre and the states gives rise 
to a number of important problems. The states have been 
assigned very extensive powers of taxation;^ and as a result, the 
financing of the development plan of the public sector is bound 
to depend, to a very significant extent, on the mobilisation of 
resources by the States through an effective utilisation of their 
powers of taxation. 

The division of the powers of taxation between the ‘‘Centre 
and the states has been designed in a manner so as to avoid the 
problem of diverse and uncoordinated taxation of corporate 
incomes. From the point of view of economic growth, its signi- 
ficance appears to lie in the fact that the Centre can mobilise 
resources for the public sector in a manner so as to be consis- 
tent with the provision for adequate incentives in the private 
industrial sector; and the states have no power to interfere in 
the tax policy of the Centre in this regard. There exists the pro- 
blem of unco-ordinated taxation of agricultural incomes in so 
far as the power to tax agricultural incomes has been assigned 
to the states. 

In the field of commodity taxation, the federal structure poses 
the problem of an effective co-ordination in the tax policies of 
the Central government and the governments of the States, so 
that, apart from the mobilisation of the maximum volume of 
resources for the public sector, the tax structure as a -whole 
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conforms to the criterion of efficiency and to a Rational pattern 
of growth* 

There is hardly any problem of co-ordination in the field of 
direct taxation because in India, unlike some other federal 
systems, the State governments do not have the power to levy 
an income tax on non-agricultural incomes. They have the 
power however, to levy an income tax on agricultural incomes. 
Some of the States have already levied this tax on agricultural 
incomes, while in some the tax has not been levied so far. The 
Taxation Enquiry Commission, 1954 ha^ recommended that the 
agricultural income tax should be levied by all states in order to 
mobilise a larger volume of development finance for the public 
sector. The Commission had also recommended that for the 
determination of the personal rate of the central income tax, 
agricultural income should be aggregated with non-agricultural 
income and for the determination of the personal rate of the 
State taxes on agricultural income, non agricultural income 
should be aggregated with agricultural income. This would 
achieve a complete co-ordination in the taxation of agricultural 
and non-agricultural incomes. The Commission has also recom- 
mended that the tax rate applied to non-agricultural incomes 
should be identical with that applied to agricultural incomes. 
Besides, close understanding between the taxing machinery of 
the Central and State governments would be required for the 
successful operation of their tax policies in this regard. 

It is in the field of outlay taxes that there is the greatest 
need for understanding and co-ordination between the policies 
of the Central and the State governments. In the field of com- 
modities which are also subject to taxation by the Centre in the 
form of Union excises. In this respect, co-ordination in the tax 
policies of the two governments is very necessary. It has been 
suggested that the sales taxes on such commodities should be 
replaced by Union excises levied by the Centre and their pro- 
ceeds should be distributed among the States on a basis recom- 
mended by the Finance Commission. Sales tax on tobacco, 
sugar and mill-made textile has been replaced by Union excises 
and their proceeds are being distributed among the States in 
accordance with the recommendations of the Finance Commis- 
sion. It has been found that the proceeds from Union excises 
have been greater in these respects than the corresponding 
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proceeds from .sales taxes on these commodities. If the sales 
tax levied on commodities on which Union excises^ are also 
being levied be replaced by Union excises, there would be reduc- 
tion in administrative costs; but will create a difficult problem 
as regards the distribution of the proceeds among the States. 
The Jha Committee on Indirect Taxation has also suggested the 
replacement of sales taxes by Union Excises. 

Commodity taxes are levied for achieving certain objectives 
of economic policy apart from revenue cansiderations. They 
may be levied as instruments of functional finance in order to 
reduce the volume of consumption in the economy and so to 
contain an inflationary pressure. These taxes can be reduced in 
the times of deflationary gap to raise the volume of aggregate 
demand and so to raise the level of employment and output in 
the economy and to arrest a deflationary pressure. In order 
that tax policy as a whole may be successful in achieving these 
objectives, there should be complete co-ordination between the, 
Central and State governments. Uncoordinated taxation in the 
sphere of commodity taxation may not be compatible with the 
criteria of neutrality and equity in the theory of taxation inas- 
much as the incidence of commodity taxes levied by different 
states may be different and the effects of such taxes are bound 
to transcend the boundaries of a State; and to distort the allo- 
cation of resources and the structure of' production and so to 
hinder the process of economic growth. 

Since the beginning of the First Five Year Plan in April, 
1951, the apparatus of public finance has acquired a new dimen- 
sion in India. Since then, India has embarked on a programme 
of planned and accelerated economic development and the tax 
policy of the Central and State governments has been utilised 
as instruments of development finance for the mobilisation of 
resources for the public sector. This has tremendously increas- 
ed the importance of tax policy in the national economy. As 
the tax policies of the Central and State governments have been 
geared to the objective of mobilising development finance, they 
have tended to affect each other. This has tended to create a 
niiinber of problems in the developing economy of the country. 
Therefore, it is necessary that there should be developed an • 
integrated and national approach to tax policy. 

During the Five-Year Plans, both the Union government as ? 
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well as the governments of the states have depended largely 
on outlay ta«es for raising resources to finance the plan outlays. 
The major portion of the resources has been raised by the 
Union government through dependence on union excises which 
have, therefore, proved to be the most elastic source of tax 
revenues in the Central sector. The State governments, on the 
other hand, have raised the major portion of their resources by 
resort to outlay taxes such as sales taxes and excises. Thus the 
result has been that the same tax base, i.e., consumption ex- 
penditure has been competitively exploited by both the layers 
of government in India producing adverse effects on the be- 
haviour of prices, the flow of resources and the cost of indus- 
trial production. This is because not only the final products 
passing into the hands of the consumers have been subjected to 
outlay taxes but also raw materials and inputs, and there has 
been an unplanned growth of outlay taxation both in the 
Central and State sectors. 

The growing importance of the commodity taxes in the 
developing economy of India has raised a number of problems, 
the solution of which is necessary for the effective, eflBcient 
as well as equitable operation of the instrument of taxation as 
an apparatus of economic development. In view of expected 
large magnitude of the Sixth Five-Year Plan, the commodity 
taxes ^re bound to occupy an important place for the mobilisa- 
tion of an increased volume of resources and it is necessary 
that the problems raised by the commodity taxes in the fiscal 
armoury of the country be solved. It is necessary to collect 
data regarding the working of individual taxes with a view not 
only to assessing their financial results, but, even more, of 
evaluating their effectiveness in securing the objectives of fiscal 
policy other than those relating to purely revenue considerations. 

The increases in the commodity taxes both in the Central 
and the State spheres have affected the volume of consumption 
and savings in the economy. Besides, they have also affected 
the allocation and the total level of investment and production 
in the private industrial sector of the national economy. There- 
fore, it is necessary that comprehensive data be collected in this 
regard so as to constitute a dependable guide for tax policy 
during the Sixth Five-Year Plan in the light of those criteria of 
tax policy which are suited to a developing economy. In a 
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developing economy, tax policy must aim at maximising the 
rate of economic growth. Therefore, it is necessaryf that along 
with the mobilisation of an adequate volume of resources for 
the public sector, it must not produce an adverse effect on pro- 
duction in the essential and productive private industrial sector 
of the national economy. The collection of the data relating 
to commodity taxes as mentioned before will also provide a 
basis for the co-ordination of tax policies of the Central and 
State governments in this sphere. Besides, it is also necessary 
to estimate the incicience of commodity taxes levied by the 
Central and the State governments on different income groups 
in the economy, though the estimate of incidence of a tax is a 
complicated problem.*^ The calculation of the incidence of taxes 
embodied in the Report of the Taxation Enquiry Commission is 
not only theoretically questionable but also of very small practi- 
cal importance in view of the assumptions and qualifications 
made therein. 

In view of the changing and expanding role of taxation in 
the developing economy of the country, close co-ordination is 
necessary between the tax policies of the Central and the State 
governments. Besides, there is also the large and expanding 
field of public enterprises where it will be most useful to pool 
together the individual experience of the different states and of 
the Central government. 

. The surplus from public enterprises has tended to acquire 
an increasing importance in the resources of the Union and the 
State governments and the resources mobilised through the 
surpluses from public enterprises are now quite significant. 
These surpluses are the results of the price policy and the effi- 
ciency in management of the public enterprises. For accelerating 
the rate of economic growth of the economy, it is necessary that 
public enterprises should yield a significant and expanding 
investible surplus. This can be achieved through an appropriate 
price policy to be followed by these enterprises as well as by 
achieving an efficiency in their management, the criterion of 
efficiency being the minimisation of the average cost of pro- 
duction. 

Therefore, it is necessary that a complete co-ordination in 
price policy be achieved for the public sector as a whole. Lack 
of co-ordination in this regard will have serious effects on the 
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growth of the economy. Price disparities in the « public sector 
would leadtto the flow and movement of resources which would 
be incompatible with the criterion of optimum allocation for 
the economy as a whole. A state having a lower price for the 
output of its public undertakings would attract resources from 
other states, though such a movement of resources would not 
be warranted by a condition of optimum allocation. 

Problems of Co-ordination in Fiscal Policy 

• 

But co-ordination is necessary not only in the field of taxa- 
tion and price policy of public enterprises but also in the field 
of public expenditure. In the sphere of public expenditure of 
the State governments, there are two components of it; one is 
the plan expenditure and the other is non-plan expenditure. 
The plan expenditure is an integral part of the Five-Year Plan 
and it is examined and approved by the Planning Commission 
before the beginning of the financial year in the form of the 
annual plan of each State. Therefore with regard to the plan 
expenditure there exists an effective co-ordination in public 
expenditure policy. But in case of the non-plan expenditurCj no 
co-ordination exists, and there has been an unplanned growth 
in non-plan expenditure of the State governments. The growth 
of non-plan expenditure has the potential to generate additional 
demand which exercises an upward pressure on prices. At the 
same time, it has an adverse effect on the growth of the 
economy. 

The non-plan expenditure of the states is constituted by 
expenditure on administrative services, natural calamities and 
payments of interest charges on public debt. In some cases, it 
has been also found that State governments have been making 
development expenditures outside the plan indicating a lack of 
co-ordination in public expenditure policy. 

In view of the wide range of matters in which ‘‘co-ordination 
of tax effort and tax policies is required, and the need for an 
organisation under whose auspices inquiries into special aspects 
of the tax problem with a view to co-ordination at various 
levels may be pursued”, the Taxation Enquiry Commission 
recommended the establishment of an All-India Taxation 
Council representing the Central Government and all the States. 
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The main object of the Council was to secure co-ordination, to 
the extent necessary, of the tax policies, tax legislation and tax 
administration of the states, as between the states themselves 
and as between the Union and the States; and tax matters 
pertaining to the states was to include those with which their 
local bodies are concerned. The Taxation Enquiry Commission 
was of the view that any dispute between states as also matters 
under discussion between one or more states and the Union 
which it is considered advisable to refer to a larger forum may 
be brought before the Council. The Commission further re- 
commended that the members of the Council should be the 
Union and States’ Ministers in charge of Finance and Local 
Self-Government, There was to be provision at the same time 
for (a) expert assistance through committees, official and non- 
official and Q}) continuous expert study of the problems involv- 
ed. The Council was visualised to have a permanent secretariat 
in the form of a Tax Research Bureau attached to the Union 
Finance Ministry. The organisation was ‘Ho study the tax 
system as a whole and in its main constituents, central, state 
and local taxes; to keep under review the main development in 
foreign tax system; to serve also as co-ordinating agency for 
tax statistics and take steps to improve the statistics for pur- 
poses of fiscal analysis and research; to undertake from time to 
time special enquiries relating to the working of particular taxes 
or groups of taxes, the effects of direct taxation on savings and 
capital formation, the impact of certain taxes on particular 
industries, the overlap that may arise between Central and State 
commodity taxation etc., and generally to aid governments in 
the formulation of tax policies by providing factual material 
and technical advice.*’^ 

The All-India T axation Council has not been established as 
yet. To some extent, the work of co-ordination is being per- 
formed by the Planning Commission and the National Develop- 
ment Council. If the All-India Taxation Council is not estab- 
lished, it is necessary that a separate department be set up in the 
Secretariat of the Planning Commission on the model of the 
Tax Research Bureau which can perform the function visualised 
for the Bureau by the Taxation Enquiry Commission. 
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Public Borrowing and Monetary Policy 

The Central Government has the power to control the issue 
of currency, coinage and other legal tender money as well as the 
authority to manage the country’s foreign exchange. The 
Reserve Bank of India, the central bank of the country which 
functions under the control of the Central Government can 
undertake a fully co-ordinated monetary policy suited to the 
conditions of economic development. , 

Under the Reserve Bank of India Act 1934, the general 
supervision and direction of the affairs and business of the Bank 
was entrusted to the Central Board of Directors; and the 
Governor-General-in-Council had the power to supersede the 
Board if it failed to carry out any of the obligations imposed on 
it by or under this Act. In 1948, the Reserve Bank of India was 
nationalised, and the central control over the management of 
the Reserve Bank was further reinforced. It was provided that 
‘‘the Central government may from time to time give such 
directions to the Bank as it may after consultation with the 
Governor of the Bank consider necessary in the public interest.” 

Both the Union government and the governments of the 
States have the power to borrow upon the security of their 
Consolidated Funds within limits fixed by the Parliament and 
the legislatures of the States respectively. The Government of 
India has the power to extend loans to the States from its own 
resources, and it can give guarantees in respect of loans raised 
by any State from the market. A State is required to obtain the 
previous consent of the Government of India in raising a loan 
from the market, if there is still outstanding any part of a loan 
which has been made to the State by the Government of India 
or in respect of which a guarantee has been given by it. As the 
States are indebted to the Central Government to a very large 
extent, it has considerable control over their borrowing opera- 
tions and the types of investment financed through State 
borrowing. Thus, the Central Governments can safeguard the 
credit structure of the country by preventing unsound borrowing 
on the part of the States. 

Both the Union and the State governments float loans in the 
market through the Reserve Bank of India and the Reserve 
Bank has also the responsibility of managing the public debt of 
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the Union and the States. Thus, the Reserve Bank^^ is able to 
co-ordinate their borrowings and public debt policies and to 
manipulate them in a way so as to contribute effectively to the 
objectives of monetary and fiscal policies of the Central 
government. 

The State governments in India borrow both from the open 
market and from the Union Government. The borrowing from 
the market by State governments is largely to finance their 
plan outlay and this fprms an integral part of the resource plan 
approved by the Planning Commission. It has been suggested 
that in place of the State governments borrowing from the mar- 
ket individually, it will be better in the interest of effective co- 
ordination if the Central Government itself raises loans from 
the market and allocates the funds to the individual states in 
terms of their needs. This may have a number of advantages. It 
will mean less cost in borrowing, and the resource potentials 
can be tapped most effectively. But against it has been argued 
that borrowing by states has its own advantages since they can 
tap the local resources better in this way. 

But the loans borrowed by the State governments from the 
Central Government have constituted the major portion of their 
loan finance to finance the plan outlay. The States have com- 
plained that the loans given to them by the Centre have been at 
a higher rate than the market rate at which the Centre itself 
raises funds from the market. The burden of the public debt 
the States owe to the centre has been rising progressively 
involving an increasing payment of interest which has been 
eating up a large chunk of the resources of the states. 

In case of Australia, a Loan Council has been in existence 
to co-ordinate the borrowing policies of the Commonwealth 
Government and the States. So far such an institution has not 
been established in India since it has been felt that the Reserve 
Bank and the Planning Commission are quite effective in co- 
ordinating the borrowing programmes of the states. 

The complaints of the States have not only been that the 
Centre has been profiteering in passing on “soft” loans from 
agencies like the IDA for projects executed by thern but also 
with regard to the right to borrow from the public and the 
extent to which the resources of the banking system are avail- 
able to them. The States are restrained in raising loans from 
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the market ^nd in the matter of overdrafts from the Reserve 
Bank, they operate under serious constraints. The development 
of a rational system in the sphere of borrowing policy, there- 
fore, has become very necessary. 

The Problem of Financial Equilibrium 

The scheme of distribution of resources between the Union 
•^nd the States as embodied in the constitution has created an 
imbalance between the fiscal resources and the needs of the 
‘State governments and the gap in resources has tended to widen 
with the successive Five-Year Plans. With the implementation 
of the programme of planned economic development, there has 
been an increasing demand for social and developmental 
“Services involving larger need for resources. The State govern- 
ments have disproportionately large constitutional commit- 
ments to implement the programmes of social and economic 
development in relation to their fiscal capacity to raise resour- 
ces to finance them. The Union Government, on the other 
hand, has been found to be endowed with such fiscal resources 
which have been highly expansive in terms of the growth of 
national-income such as revenues from corporation tax and 
Union excises. But the development commitments of the Union 
Government in terms of the constitutional provisions have 
been limited and as a result the need for resources to finance 
development outlay has been less in proportion to that by the 
State governments. 

It has been already pointed out that in a federal system a 
financial disequilibrium in terms of resources falling short of 
needs tends to arise in the sphere of the State governments. 
Therefore, a scheme of financial adjustment has to be devised 
to deal with the problem of financial disequilibrium. In the 
■case of India, financial disequilibrium in the State sector has 
-arisen on two accounts: {a) the disequilibrium has arisen in 
terms of the growing demand for administrative services and 
the need for resources to finance them, and {b) the disequili- 
brium has arisen with regard to need for resources to finance 
the Five Year Plans and the amount of resources mobilised by 
the states from their own sources. During the Fifth Five-Year 
Plan the gap in the plan resources of the State governments as 
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a whole was estimated at Rs 5000 crores. 

The constitution has provided three methods to bridge the 
gap in the resources of the states. Firstly, there is the system 
of sharing the proceeds of income tax other than corporation 
tax and Union excises between the Union and the states. 
Secondly, the states are entitled to the entire proceeds of estate 
duty, the tax on railway fares and additional excise duties 
levied in lieu of sales tax. These taxes are administered and 
collected by the Union government. Lastly, the constitution has 
provided a system of grants which may be either conditional 
or in aid of general revenues. 

But a very peculiar framework not originally envisaged in 
the constitution has developed with regard to the allocation 
of resources from the Centre to the states. While the question 
of the distribution of the proceeds from shared taxes and taxes 
collected by the Centre but distributed entirely among states as 
well as grants-in-aid is decided by a Finance Commission ap- 
pointed at the end of every five years by the President of the 
Republic as provided by the constitution, the allocation of 
resources to the states to fill up their gaps in plan resources is 
decided by the Planning Commission. The Planning Commis- 
sion is not a constitutional body but a body created by a reso- 
lution of the Government of India. Thus, there has developed 
an uncoordinated scheme of transfer of central rescrurces to 
the states creating a number of administrative and other pro- 
blems. It has so happened that the allocation of resources to 
the states in terms of the recommendations of the Finance 
Commission has not coincided with the allocation of plan 
resources by the Planning Commission thus preventing the 
emergence of an integrated and rational plan of resource alloca- 
tion which would achieve the accepted goals of national fiscal 
policy such as equalisation of fiscal capacity and performance 
of the states. The approach to the question must undergo a 
change. There should be a simultaneous and integrated assess- 
ment of the gaps in the plan and non-plan resources of the 
states and plans for resource transfers formulated to fill in 
these gaps. 

But the various methods of correcting the financial dis- 
equilibrium in the states’ fiscal structure have created a number 
of problems which have led to fierce controversy being raised 
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in this regard. The State governments have become increasingly 
dependent on central resources for financing their plan outlays 
much to their dislike. Therefore they have been pressing for the 
maintenance of their financial autonomy by recasting the struc- 
ture of resource allocation as provided in the constitution and 
by allocating them more independent sources of revenues which 
they can exploit to meet their growing fiscal needs. The argu- 
ments advanced in favour of allocating more independent 
sources of revenues to the states are that as a result of it they 
will be able to implement their plans of development more 
efficiently and effectively and this would bVing about a higher 
rate of growth of the economy. Secondly, the dependence of 
the states to finance their plan outlays has led to a separation 
between the responsibility to raise resources and to spend the 
same and this has the potential to lead to waste and ineffi- 
ciency. If, on the other hand, the responsibility to raise resourc- 
es and to spend them lies with the same governmental autho- 
rity there will be a better planning in the use of resources, there 
would be a greater incentive to economy and efficiency in their 
use. This is particularly important in an economy like ours in 
which there is serious constraint on development in terms of 
the scarcity of resources. 

Besides dependence on central resources has led to delays 
in the execution of development projects and in many cases it 
has involved interference in the day-to-day execution of the 
projects by the Centre especially with regard to conditional and 
matching transfers. This has not been to the liking of the State 
governments. Besides, the transfer of resources now taking 
place on such a large-scale from the Centre to the states was 
not envisaged in the constitution and therefore, it is argued that 
it violates its spirit. Further, the point has been made that it is 
not a very healthy practice for the State government to ap- 
proach the Centre with a begging bowl for everything and that 
the states should have their own resources to finance their plan 
outlay to a large extent. It is also maintained by those arguing 
the point of view of the states that the tendency to fiscal 
centralization emerging in the Indian economy is not compati- 
ble with the working of the democratic system. To make the 
democratic system a working and vibrant system, a greater 
decentralisation of functions and financial resources would be 
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The complaint of the states has been that the resources 
transferred to therrj from the Centre other than those transfer- 
red under the recommendations of the Finance Commission 
have been discretionary in nature. The transfers by the Plan- 
ning Commission which have progressively increased, though 
made under the Gadgil formula, are also considered descre- 
tionary by the states because not only the State governments 
must get their plans approved by the Planning Commission but 
that the Planning Commission itself is a creation of the Centre. 
Its recommendations, therefore, are different from those of the 
Finance Commission which is a body created by the constitu- 
tion whose recommendations are generally accepted by the 
Centre. 

But the complaint of the States has been much greater with 
regard to another form of discretionary transfer of resources 
which flows directly from the Central government outside the 
discipline of both the Planning and Finance Commissions. The 
transfer of resources under the Gadgil formula are based on 
certain objective criteria. But the direct transfers are purely 
discretionary and their amount has steadily increased. During’ 
the First Plan such transfers amounted to 7.5 per cent of the' 
total transfer of resources from the Centre to the states. This 
went up to 41 per cent during the Fourth Plan before coming 
down to 24 per cent in the Fifth Plan; the most important of 
these is the schematic transfers covering centrally assisted and 
centrally sponsored schemes. The amounts of such transfers 
have sometimes exceeded the amount transferred under the 
Gadgil formula. Moreover, by their very nature such transfers 
have benefited the ‘better-off’ states as compated to the poorer 
ones particularly when they have involved matching contribu- 
tions. 

The other forms of discretionary transfers are the special ' 
accommodation for clearing overdrafts from the Reserve Bank 
of India and sharing in the small savings which are given on 
the basis of origin of collection and so they are' advantageous 
to the ‘better-off’ states. Assistance for calamities has been 
another form of discretionary transfer and this has been criti- 
cised by the States. 

The Central government has airgued that thesd transfer^ ' 
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have the virtue of flexibility but the states have maintained that 
this itself has been its vice. 

It has also been held by the states that the resources 
ferred to the states from the Centre to finance their plan ouF* 
lays has, to a large extent, represented the flow of resources 
created as a result of deficit financing by the Centre. Since these 
transfers have taken the form largely of loans, the Centre, it 
is argued, has been making a profit out of the entire process. 

On the other hand, a number of arguments have been 
advanced against the greater devolution of Independent sources 
of revenues to the State governments. It has been maintained 
that this will lead to a weakening of the authority of the 
Central government and this in its turn will have an adverse 
effect on the planning process and the rate of growth of the 
economy. It is also maintained in this regard that the Central 
government has all along made sufficient resources available to 
the State governments to finance their plan outlays and it has 
virtually underwritten the financial implementation of the state 
plans, and that there have been many instances in which the 
states have failed to spend the funds made available to them 
for financing specific schemes of development. 

It has also been maintained that the tendency to fiscal 
centralisation has been operating not only in the Indian federal 
system "but also in the other federal system such as Australia, 
Canada and USA. This is because the tax operations of the 
Central government in a federal system cover business enter- 
prises and other economic activities which have their ramifica- 
tions throughout the whole economy. The State governments 
cannot be given taxing power in the form of corporation tax 
and excises since this will lead to enormous administrative 
complications and competitive and overlapping taxations which 
would produce adverse effects on the growth of the economy. 

The basic grievance of the states seems to be that the trans- 
fer of resources from the Centre to states to finance their plan 
outlay under the recommendations of the Planning Commission 
has been largely in the form of loans involving growing debt 
burden on them. At the end of March 1978 the State govern- 
ments owed the Centre over Rs 1 1800 crores as against a bare 
Rs 196 crores in 1950-51. During 1971-72 the loan instalment 
and interest due from eight states exceeded the loan transfers 
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from the Centre that year. The states have been pressing for 
a share in the corporation tax and a larger share in Union 
excises. But if the states are to be assigned a share in the cor- 
poration tax the constitution will have to be amended. So if, 
instead of the transfer of resources from the Centre to the states 
now taking largely in the form of loans and discretionary 
transfers, the transfers were to take place in terms of a greater 
share in tax revenues, much of the grievances of the states on 
this account can be redressed. But even when the states are 
given a larger share in central taxes, the role of grants as a 
factor to even out the gaps in uneveness cannot be ruled out. 

Thus in the Indian federal system, a rational and scientific 
system of inter-governmental resource transfers has not evolved 
so far. A rational system of* inter-governmental transfers of 
resources in the federal system must take into account a 
number of objective criteria: {a) the transfers should not be 
discretionary which involve political overtones but should be 
based on objective criteria of fiscal capacity and needs of the 
different states, {b) such transfer should be made under the 
recommendations of a statutory body like the Finance Com- 
mission which should make a thorough and integrated assess- 
ment of the needs of the states for financing both their plan 
and non plan outlays, (c) instead of the resource transfers for 
financing the plan outlays taking the form largely of loans as 
is the present case under the recommendations of the Planning 
Commission, the transfers should be made largely in terms of 
greater share in tax resources, (d) and the scheme of resource 
transfers must be related to the achievement of the objective of 
the national economic plan such as the achievement of inter- 
regional baJance in development and raising the levels of deve- 
lopment of the backward regions of the country. The resource 
transfers, therefore, should be based on objective criteria thus 
correcting the grievances arising from the discretionary nature 
of much of the resource transfers taking place at present. A 
committee appointed by the National Development Council at 
its meeting held in March 1978 went into the entire question of 
resource transfers to the states from the Centre in the light of 
the financial resources required to finance the Sixth Plan and to 
evolve a satisfactory solution of the problem. 
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THE PLANNING AND COORDINATION 
OF DEVELOPMENT POLICY IN INDIA 


India has initiated a process of planned development in 
order to utilise her resource potentials for raising the standard 
of living of the Indian people. The public sector has been play- 
ing an increasingly important role in this process of planned 
development. But the planning and implementation of the 
development policy have been carried out in the context of a 
federal structure of public finance in which the Central 
government and the governments of the states have their 
assigned spheres of action. 

Thus, there has arisen the need for the creation of the 
necessary machinery and institution to plan and coordinate 
the execution of development policy in the Indian economy. 

The Machinery of Central Planning and Coordination 

Under the Post-War Development Planning 

During the period of the War, the idea of governmental 
planning of the process of economic development in India 
gained a great popularity, mainly because the intense and 
growing war demand for material and talent revealed the 
potentialities as well as the weakness in the country’s economy. 
The Central government took considerable initiative for the 
formulation of an integrated plan of economic development 
for the entire economy to be implemented in the post-War 
period; and to assist in the formulation of such a plan, it set 
up a Planning and Development Department in the year 1944. 
As a result of an examination and study of the various pro- 
blems relating to post-War development through a number of 
committees appointed by the Centre, a common approach to 
the problem of post-War planning both by the Central and the 
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State governments was embodied in the form of two reports 
on "Reconstruction Planning’ issued in the course of 1944.^ 

Under the post-War development planning,, the Coordina- 
tion Committee of the Central Cabinet was in charge of the 
scrutinising and coordination of the development plans of the 
states as well as those of the Central departments. It had also 
the function to make recommendations to the Central govern- 
ment as regards the allocation of Central funds for develop- 
ment purposes. Besides, it was to formulate plans for the 
development of major industries and important minerals, and 
to determine the forms of state aid and state control to be 
extended to industries. In its work of the coordination of the 
development plans of the Central and State governments, the 
Committee was assisted by the Development Board. 

But there did not exist a specialised and full-time organisa- 
tion which could take a comprehensive and continuous view of 
planning as a whole. The Coordination Committee of the 
Cabinet was constituted by the Ministers of the Government of 
India w’ho were preoccupied with the work of their own 
departments, and thus, they could not give their undivided 
attention to the planning and coordination of development 
policy at all levels and in all their aspects. 

The Development Board had to carry out for the Central 
Cabinet a general examination of development plans. It had to 
examine and recommend priorities among development plans 
and schemes, and to keep a watch on development plans 
generally, and to make reports on the progress of development 
schemes. It had also to carry out for the Central Cabinet a 
detailed examination of memoranda on matters of general 
policy or administration affecting development as a whole, 
which were submitted to it by the appropriate ministries, and 
I it could initiate action of any matter affecting planning and 
development policy generally. 

But the Development Board could not perform these 
functions effectively. It was constituted by the departmental 
Secretaries of the Central government, who being engrossed 
with their own departmental duties, could not pay their conti- 
nuous and undivided attention to the general problems of 
planning. Besides, it was “too large a body, too lacking in 
cohesion and too intermittent in its meetings to serve as an 
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instrument for keeping a continuous watch on planning activi- 
ties and transmitting to subordinate authorities a constant flow 
of energetic pressure.”^ 

The Development Board was later on abolished and its 
functions were taken over by the Economic and Statistical Co- 
ordination Section of the Cabinet Secretariat, established in 
1949. The establishment of a wholetime section in a depart- 
ment of the Central government was a step in the right 
direction of achieving a better coordination in development 
policy. But by the time that the Economic and Statistical 
Coordination Section was established, the implementation of 
the development plan of the states was far advanced; and thus, 
it was too late for the basic defects in their development plans 
to be corrected. Besides, if the Economic and Statistical Co- 
ordination Section was to perform the functions entrusted to it 
effectively, the creation of a fully-equipped planning organ was 
necessary. 

The Coordination Committee of the Central Cabinet was 
assisted by the Planning Branch of the Industries and Supplies 
Department as regards the formulation of plans for the 
development of major industries and important minerals. With 
regard to the development of foreign trade, it was assisted by 
the Commerce Department and the Tariff Board. 

Thus, there did not exist a full-time and specialised institu- 
tion which could take a comprehensive and continuous view of 
planning and development at all levels and in all aspects. The 
Advisory Planning Board, 1946, had recommended the 
establishment of a National Planning Commission ‘"a single, 
compact^ authoritative”^ organisation, responsible directly to 
the Central Cabinet and devoting its attention continuously to 
the whole field of development. But such a Planning Commis- 
sion was not appointed by the Central government until 
March 1950. Thus, there appears to have been an inadequate 
realisation of the institutional implications of effective central 
planning and coordination of development policy on the part 
of the Central government, in this period. 

Since the First Five Year Plan {195 1»52) 

The establishment of the Planning Commission as a whole- 
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time and specialised institution, devoting its continuous and 
undivided attention to the problems of planning marked an 
important advance towards achieving an effective planning of 
development policy for the entire economy. At present it 
consists of nine members, five of whom are considered to be 
experts in the different aspects of the problems of planning, 
together with the Ministers of Finance, Home and Defence of 
the Government of India, and is presided over by the Prime 
Minister himself. In recent years there has been an expansion 
in the membership of the Planning Commission primarily as a 
result of the expansion in its functions and volume of work 
that it has to handle. In the beginning the Planning Commis- 
sion consisted of six members but now its membership has 
gone up to nine. Previously, the Minister for Planning used to 
be its Deputy Chairman; but now one of the experts functions 
as its Deputy Chairman. The Prime Minister and the Minister 
of Planning are usually busy with their departmental duties and 
other important matters, and therefore, the appointment of an 
expert as its Deputy Chairman, who is not distracted by 
departmental functions and duties, is essentially a step in the 
right direction. 

The structure of the Planning Commission is based upon 
the conception that the objective of comprehensive planning 
founded on a careful appraisal of resources, and on an objec- 
tive analysis of all the relevant economic factors, can best be 
achieved by “an organisation free from the burden of the day- 
to-day administration, but in constant touch with the govern- 
ment at the highest policy level.”^ Thus the structure of the 
Planning Commission, as constituted at present, seeks to find 
out a compromise between the necessity of obtaining expert 
advice on matters relating to planning, and that of achieving 
a complete coordination in approach and outlook between the 
Planning Commission and the Central government. The 
similarity in approach and coordination in policy were further 
strengthened because of the fact that the Secretary of the 
Central Cabinet used to be also the Secretary of the Planning 
Commission, though the Planning Commission now has a 
wholetime secretary. 

The Planning Commission has been given very comprehen- 
sive functions with regard to the various matters connected 
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with the problem of integrated national planning. Jn terms of 
the Resolution of the Government of India as issued in March 
19^0, the scope of its work was defined as follows:^ 

1. The Commission has to ‘"make an assessment of the 
material, capital and human resources of the country, includ- 
ing technical personnel, and to investigate the possibilities of 
augmenting such of these resources as are found to be deficient 
in relation to the nation’s requirements. 

2. It has also to formulate plans for the ‘"most effective 
and balanced utilization of the country’s resources”^ and on a 
determination of priorities, it has to define the stages in which 
a plan should be carried out, and to propose the allocation of 
resources for the due completion of each stage of a plan. 

3. The Commission has to make an analysis of the factors 
which tend to retard economic development and has to suggest 
the necessary conditions for the successful implementation of a 
plan. 

4. It has also to make recommendations with regard to the 
establishment of the suitable machinery necessary for securing 
the successful implementation of each stage of a plan; in all its 
aspects; and to appraise from time to time the progress achiev- 
ed in the execution of each stage of a plan; and to recommend 
the adjustments of policy and measures that such appraisal may 
show to be necessary. 

Thus, the Planning Commission has to examine the suita- 
bility and the practicability . of plans submitted by the State 
governments and the various departments of the Governmertt 
of India; and to integrate them into an organic national plan 
by suggesting suitable adjustments in the light of the availabi- 
lity of resources and the overall needs of the economy. 

The implementation of the planning decisions made by the 
Planning Commission is the responsibility of the Central and 
the State governments. The Planning Commission has stoo4 
out generally for the principle that it will not accept responsibi- 
lity for the implementation of the plan. The powers of t)he 
Commission are purely advisory and recommendatory in 
character; and as such, it has no statutory authority to enforce 
the implementation of the planning decisions. 

Though, in principle, the powers of the Plapning Copimis- 
sion are entirely advisory,, in., practice, it has had to ^ssurne 
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duties widef than those of mere planning. For instance, it was 
entrusted with guiding the work of the Community Projects 
Administration. It has a range of other duties which have 
grown up in recent years, viz., watching the implementation of 
plans especially in the states through its team of Programme 
Administration Advisers, considering land reform programmes 
all over the country through a Central Committee for Land 
Reforms, and pursuing from time to time various policies and 
other questions independently with the central ministries and 
the states. Thus, for the strength of the personnel at its 
command the functions of the Commission have become more 
extensive than could be foreseen when it was established. 

In terms both of the political and administrative assump- 
tions in India, the role of Planning Commission as the instru- 
ment effecting coordination in the planning of development 
policy at all levels has been remarkably successful. In its work, 
the Planning Commission was favoured by several circum- 
stances, such as the position of the Prime Minister, who is 
chairman of the Commission, the support given to the Comn:>is- 
sion’s work on the political plane, the eminence and the place 
in public life of its individual members, the close links between 
the Planning Commission and the Finance Ministry at the 
Centre, the cooperation freely given and received at all levels, 
both at the Centre and the states, the objectivity and judgment 
which the Commission has shown in pressing its own ideas and 
in entertaining those of others. 

In order to achieve an effective coordination in the imple- 
mentation of Planning decisions within the larger framework 
of the plan as drawn up by the Planning Commission, and to 
prevent its independent modification either at the Central or 
the regional levels, a machinery of mutual consultation be- 
tween the Central and the State governments and the Planning 
Commission has been established in the shape of the National 
Development Council. It comprises the members of the Central 
Cabinet, members of the Planning Commission and the Chief 
Ministers of the State governments with the Prime Minister as 
its Chairman. Its main function is to secure ‘‘complete co- 
ordination of policies, and timely concerted action,^’^ in order 
to obviate the danger of waste and misdirection of effort. 

The meetings of the Development Council are held 
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practically every six months and even earlier in case of need; in 
order to review the progress of the plan, to approve adjustments 
and changes in planning policies, and in the structure of a plan 
itself, if considered necessary. But as the National Develop- 
ment Council is not a wholetime organisation, it appears to be 
an ineffective substitute for an organisation through which a 
continuous and informed exchange of ideas between the Centre 
and the states and between the states and the Planning Com- 
mission might have been possible. 

The deficiency inThe machinery of coordination has been 
sought to be made up by more frequent meetings of the 
National Development Council; and by the establishment of a 
Standing Committee of this Council. Besides, the holding of 
periodic conferences between the State Ministers and officials 
and their counterparts in the Central government have also 
contributed to a more effective coordination of development 
policy. 

In the last meeting of the National Development Council 
held in March 1978 to approve the Draft Sixth Plan, a Stand- 
ing Committee was appointed to consider the question of 
devising a rational scheme of allocation of resources to the 
states to finance their plan outlays. 

During the period of the Five-Year Plans, a considerable 
proportion of the administrative and technical staff, both at 
the Centre and the states, concerned with planning, belonged 
to the All-India Services. They have been an important means 
for carrying a wide stock of talent to the states, and for pre- 
venting isolation between the thinking and experience of those 
who serve at the Centre and those who serve in the states. 
They have helped in avoiding differences in outlook between 
those who plan and those who execute, and this has been of the 
highest importance for progress on democratic lines. 

Evaluation is an essential aid to the successful implementa- 
tion of a policy of development, because it is important to 
assess how new policies and programmes are being received 
and what effects they have on questions relating to implementa- 
tion of a plan of development at every stage. With the object 
of developing the techniques of evaluation, the Planning Com- 
mission set up in 1952 the Programme Evaluation Organisation 
as an independent unit for assessing the work of the National 
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Extension and Community Development Programme. In rela- 
tion to this programme the task of the organising has been 
to keep all concerned appraised currently of the progress 
being made towards accomplishing the objectives of the pro- 
gramme; and to furnish an insight into the impact of the 
National Extension and Community Development Programme 
upon the rural economy and culture. Thus, the purpose of 
evaluation has been to assess whether the programme was 
succeeding in its fundamental objectives. The annual evaluation 
reports and the results of enquiries into particular aspects of 
the programme which have been prepared by the Programme 
Evaluation Organisation have assisted in the implementation 
of the Community Development and National Extension Pro- 
grammes. Thus, through the development of the technique of 
evaluation and the necessary institutional apparatus for it, the 
Planning Commission has been coordinating and guiding the 
implementation of the Community Development Programmes 
in the states. 

The Estimates Committee of Parliament had once suggest- 
ed that the Prime Minister should not be the Chairman of 
the Planning Commission. The reasons underlying this sug- 
gestion were manifold. If the Planning Commission is com- 
pletely free from all government influence and interference, it 
would*" formulate a plan in the light of its expert and realistic 
assessment of the availability of resources and the potentialities 
of the economy, completely free from all political considera- 
tions. As a result of the existence of the political elements in 
the Planning Commission, political considerations rather than 
considerations of sound economics are bound to preponderate 
in the deliberations of the Commission. The government in a 
democratic set-up has to win an election and it may give such 
pledges all of which it may not be able to fulfil. As a result, a 
plan dominated by political considerations rather than by the 
considerations of economics may be beyond the administrative 
and resource potentialities of the economy which, therefore, 
in its actual implementation, is bound to generate tremendous 
stresses and strains. This has been clearly and demonstrably 
evidenced in the course of the implementation of the Five- 
Year Plans. 

There is no objection to a plan being of a huge dimension 
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if the nation has the will and the strength to undergo the sacri- 
fice involved in the mobilisation of resources necessary for a 
plan of a large magnitude. But if a plan of a large size is for- 
mulated without keeping the factor of the availability of 
resources in view, it is bound to create disappointments if the 
plan is not implemented in its entirety apart from a number of 
economic problems which may inevitably arise. 

There appears to be much logic and cogency in the conten- 
tion that the Planning Commission should be an entirely expert 
body free from all political influences. 

But a number of difficult problems may arise if the Plan- 
ning Commission be made completely independent of the 
government. The Planning Commission is , already being criticis- 
ed as a super-governmental institution which is not responsible 
to Parliament, and this criticism will decidedly mount in volume 
if the Commission be made completely independent. If plan- 
ning is to be effective and a development plan is to be effectively 
carried out, it is necessary that there should be a similarity of 
approach and unanimity of outlook between the government 
and the Planning Commission. Besides, it is for the Central 
and State governments to execute a development plan and the 
Planning Commission is exclusively concerned with the for- 
mulation of a development plan. Therefore, a complete co- 
ordination between the planning and executing agencies is 
vitally necessary. This is being effectively achieved as a result 
of the Prime Minister being the Chairman of Planning Com- 
mission and the Ministers of Finance, Home, Defence and 
of Planning, being its members. The approach to planning is 
bound to be deeply coloured by the political and economic 
ideology of the party in power in a democratic government. 
Therefore, the party in power can succeed in formulating a 
development plan according to its political and economic 
ideology only if the Planning Commission has an identical 
approach and outlook with the government of the day. 

From an objective point of view, the composition of the 
Planning Commission should conform to two definite criteria. 
Firstly, it must possess sufficient technical expertise to approach 
the problem of planning in the context of an objective assess- 
ment of the essential conditions of effective and successful plan- 
ning. Secondly, it must have an identity of outlook and 
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approach with the government of the day. These "‘criteria are 
being fulfilled! in spite of the present complexion of the compo- 
sition of the Planning Commission. The members of the govern- 
ment who are on the Commission have no time to spare for the 
technical details of planning. Therefore, the government relies 
on the other members of the Commission for their technical 
knowledge and expert advice; and the detailed problems of 
planning have been practically left to them. Tbe members of the 
government on the Planning Commission are mainly concerned 
with the broad problems of planning. Essentially the question 
is one of compromises and a beautiful blending of the criteria 
indicated above. The ultimate responsibility for executing a 
plan is that of the government and therefore it will necessarily 
see to it that its viewpoint prevails in the formulation of a plan. 
The criticism that the Planning Commission is a super-govern- 
mental institution is because every plan and all major planning 
decisions are approved by the National Development Council. 

The Machinery of Planning at the State Level 

(a) Under the Postwar Development Planning: Like the 
machinery of planning and coordination at the Central level, 
there did not exist an effective and competent machinery for a 
careful .formulation and coordination of development plans at 
the state levels also. Some States did develop Coordination 
and Planning Departments, but even by 1950, such depart- 
ments did not exist in some of them. Moreover, at regional and 
basic levels, Development Boards and Associations had been 
created in some of them, in order to achieve coordination in 
the planning and implementation of the development plan. But 
the entire machinery in the States, where such machinery 
actually existed, was ‘'loose and poorly knit”i and as a result, 
the necessary coordination and unified control could not be 
achieved. 

In fact, the approach to the problem of planning at the 
levels of the states was characterised by the spirit of depart- 
mentalism; and mutual consultation and exchange of informa- 
tion among the various departments of the State governments 
were not adequate for effective planning. As a result, the for- 
mulation and implementation of their development plans were 
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marked by z lack of realism. 

{b) Since the First Five Year Plan: In the course of the First 
Five Year Plan, most of the states built up Planning depart- 
ments, and they were placed in charge of whole time secretaries. 
The Planning Secretaries in many of the States were also given 
executive responsibilities as Development Commissioners in 
charge of National Extension and Community Projects. Inter- 
departmental coordination in planning matters was sought to 
be achieved by Committees of the Secretaries of various depart- 
ments. Besides, overall direction with regard to development 
planning was given by a Special Committee of the State Cabi- 
net with the Chief Minister of the State as its Chairman. As the 
Chairman of the State Development Committee, the Chief 
Minister was able to bring about a coordinated and unified 
approach to the planning and implementation of the Commu-' 
nity Development and National Extension Service projects 
which affect every one of the development departments in 
normal functioning. 

Partly for lack of personnel, planning at the State levels * 
had the aspects largely of inter-departmental coordination. As 
a result, the planning machinery at the State levels proved 
inadequate for the precise reporting and assessment of the 
progress of individual schemes. Besides, the statistical and 
economic staff in charge of the compilation of data-in the 
states have not been working in close association with the 
Planning Departments. 

The Second Five-Year Plan envisaged a fundamental 
change in the technique of planning. It visualised the fulfilment 
of development targets in the economy in the context of a long- 
term perspective, because there cannot be a complete balance 
bet\\een developments in each Five-Year Plan. As a result, the 
formulation and implementation of a development plan for a 
five-year period had to be geared to the long-range require- 
ments of perspective planning. 

A plan covering a period of five years was not regarded as 
“a once-for-all exercise”^® in planning for that period. Conti- 
nual watch had to be kept on the trends and developments in 
the economy, and in the light of a systematic pbservation of 
technical, economic and social data, the development pro-, 
grammes were to be adjusted on an annual basis. As a result, ar 
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Five-Year Plan had to be broken up into annual p5ans, and on 
the basis of the performance and fulfilment of the annual plans 
formulated within the larger framework of the Five-Year Plan, 
programmes for development were to be adjusted on an annual 
basis. 

As the Central and state governments operate in terms of 
an annual budget, they must be provided well in advance with 
the schemes of development readjusted on a consideration of 
the overall needs of the economy and the experience gained in 
respect of the fulfiimnet of the tasks set for the year about to 
end, in order to enable them to incorporate them into their 
annual budgets. It meant that the National Planning Commis- 
sion must have the data for assessing the performance in the 
current year well in time for deciding in the light of this perfor- 
mance upon the programmes for the coming year and the 
appropriate fiscal and other measures needed to implement it. 

But a federal structure by its very nature may involve some 
delay in getting the necessary data from all the governmental 
authorities. Therefore, an improvement in the planning organi- 
sation was considered vitally necessary, so that there might take 
place ‘‘a continuous Alow of information and interchange of 
experiences, both upwards and downwards between planning 
agencies and executive organisations at all levels.’’^! 

In the context of the new technique of planning as visualis- 
ed in the Second Five-Year Plan, the work of planning at the 
state levels was fundamentally changed. In the new context, 
planning at the state levels was concerned with the preparation 
of annual plans on the basis of an appraisal of the social and 
economic needs of the State; and of the performance during 
the past and current years; and the availability of financial and 
material resources. Besides, it had to undertake more precise 
reporting and assessment of the progress of individual schemes, 
in order to enable it to formulate the annual plans correctly 
Moreover, the annual plans, and the data of the social and 
economic needs of the State and of the progress of individual 
schemes were to be transmitted to the Planning Commission 
well in advance in order to enable it to formulate a compre- 
hensive development programme for the whole economy for 
the next year in the light of the developments and the needs ot 
the economy as a whole. 
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This mea^it that the planning machinery at the state levels 
must be able to function above the level and 'outlook of 
administrative departments; and it must possess considerable 
technical knowledge to fulfil effectively the tasks visualised for 
it under the Second Plan. But the planning machinery at the 
State levels, as it has existed under the First and Second Plans, 
both in its organisation and personnel, was not capable of 
fulfilling these tasks effectively. It had been concerned largely 
with the task of inter-departmental co-ordination of develop- 
ment activities; and it4iad functioned as a mere administrative 
department of a State government. 

Therefore, for the effective fulfilment of the new tasks, a 
State Planning Board modelled on the lines of the Planning 
Commission was considered essential in each State so as to 
have an adequate command over technical knowledge required 
for planning and to secure an identity of outlook and views 
with the state governments and with the Planning Commission. 
In recent years, Planning Boards have been established in most 
of the states. 

As there did not exist a specialised planning body at State 
level for a long period, planning at this level has been defective 
from a number of points of view. Due to the lack of a planning 
body, there did not exist an integrated and organic approach 
to planning; and there has been defective and inadequate co- 
ordination of plans and their implementation. Planning has 
virtually amounted to a collection of the plans of the different 
departments of the State governments. The result was that each 
department had been putting forward an over-zealous plan of 
development for the department which has no relationship with 
a realistic assessment of the available resources and the total 
plan which had been emerging for the State as a whole was 
beyond the resource potentials of the State. During the Five 
Year Plans, ■ the States have been formulating very big plans 
which were not based on a realistic study of the resource 
potentials; and therefore, the result is that the Planning Com- 
mission has been slashing down drastically the size of the plans 
that the states have been putting forward. Such a process of 
planning does not conform to the criteria of effective planning 
of the process of economic development in an underdeveloped 
country. 
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Another serious defect in planning at the State level has 
been that global targets of investment have been allocated into 
dijBferent channels such as agriculture, industry, transport, 
power, etc., without working out the implications of such allo- 
cation and of the pattern of investment. Effective planning and 
the maintenance of inter- sectoral balance require that input- 
output ratios must be worked out for each industry. For 
example, agriculture will provide raw materials for industry 
and will demand the products of industry and the use of power. 
The growth of agriculture and industry will make an increasing 
demand on the transport system; and therefore, it is necessary 
to work out the inter-relationships between the different chan- 
nels of investment. But these inter-relationships have not been 
worked out in connection with the pattern of investment and 
so it has not been based on any rational criteria. 

Effective planning also requires that the level of proposed 
investment into each channel should be related to the planned 
growth of output in that channel; for which capital-output 
ratios need to be worked out. Though the estimate of capital- 
output ratios for future tends 'to become an exercise in the 
economics of probabilities and there is scope for a large margin 
of error, no such ratios have been worked out for the plans of 
the states; though such ratios have been worked out for the 
economy of the country as a whole, which have been a genera- 
lised description of the expected productivity of capital in each 
sector of the Indian economy and the expected ratios have 
diverged from the actual ratios. It is not necessary that the 
capital-output ratios of the State plans be the same as those 
for the country as a v/hole. They depend upon the composition 
of capital, the pattern of investment, the utilisation of produc- 
tive capacity and the efficiency and effectiveness of the adminis- 
trative machinery apart from a number of other factors. 

Planning in a developing country requires that the alloca- 
tion of resources should be worked out in terms of concrete 
schemes of development and a realistic estimate of their outlay 
and all the schemes for the different sectors should be viewed 
in the context of an integrated plan of development. Planning 
at the State level has not conformed to this criterion. The total 
planned outlay determined for the State as a whole has been 
allocated to each channel and this has been divided among the 
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districts without any rational criteria either of removing inter- 
regional disparities and the achievement of regional balance in 
development or in terms of concrete schemes of development 
for each district. 

In development planning, allocation of outlay of invest- 
ment without a detailed working out of concrete schemes woulci 
not only lead to wastefulness but would virtually amount to' 
imposition from above. In a democratic scheme of planned 
economic development, the urge and the impulse for planned 
development must flow from below; there should be continuous 
flow and interchange of information and knowledge between 
the planning bodies at the base and regional levels, and the 
Planning Commission at the top, and schemes of development 
should be correlated to the regional and local needs and 
resources. In accordance with the recommendations of the 
Planning Commission, development committees consisting of 
officials and non-officials have been established in each district. 
Besides, the process of the establishment of village panchayats 
has made a great headway in all the states. But these are no 
substitutes for effective planning institutions at the regional 
and base levels, and therefore, there does not exist effective 
planning and co-ordinating machinery at the regional and base 
levels in each State which may transmit the urges and impulses 
from below to the planning body at the State level in terms of 
concrete and specific schemes of development.* 

The method followed so far for the formulation of the 
State plans should be abandoned and greater help and use 
should be made of planning bodies at the regional and base 
levels. These bodies should be asked to submit concrete 
schemes and their estimates in order of their priorities; the 
pattern of priorities having been determined by the Planning 
Commission. The schemes of the planning body at the base 
levels should be co-ordinated into a plan for the region by a 
regional planning body and arranged in order of their priorities 
as mentioned above. These regional plans should be co-ordi- 
nated into a plan for the State as a whole by the State planning 
body, and schemes should be arranged in order of their priori- 
ties; and then the State plan should be submitted to the 
Planning Commission for its approval. If his process is 
followed, it will become easier for the Planning Commission to' 
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adjust the planned outlay for the State; and the adjustment of 
the outlay cfvn take place in terms of rational criteria such as 
priorities of investment and concrete development schemes 
rather than in terms of a blanket adjustment of outlay without 
any rational criterion involved. 

In formulating their plans, the regional planning institu- 
tions and the planning bodies at the base levels should keep in 
view the resources which can be made available at the regional 
and Ipase levels. If the availability of resources is kept in mind, 
realism will be imported into the, process of development 
planning. 

. ;! The State planning body will formulate the plan for the 
entire State keeping in view the amount of the resources which 
can ' be raised for the financing of the plan. The State planning 
body should have some schemes in reserve the implementation 
of \yhich would depend upon the extent of resources to be 
available from the Centre in the form of grants and loans. Thus 
the Planning Commission can adjust the total investment outlay 
ip the State plans in terms of concrete schemes of development. 

Though all the state governments have constituted Plan- 
ning Boards, planning at the State level does not seem to have 
become an effective process. The State Planning Boards have 
the Chief Minister of the State as their Chairman with 
Ministers of Finance and Planning as their members and a 
senior officer as Deputy Chairman assisted by a few experts as 
members. But the expert elements in these Boards seem to be 
quite weak and the Planning Boards in their function and out- 
look are dominated by an official and bureaucratic approach. 
However, in some states the Planning Boards contain a larger 
expert element and in them the Planning of development- 
process has been more effective. In spite of the constitution oif 
the State Planning Boards, the basic defects in Planning at the 
State, levels pointed out earlier, tend to persist. There is no. 
integrated and organic approach to planning and the State 
Plans continue to be a collection of departmental plans, with- 
out an integrated assessment of the needs and resources. 

In some states, however, perspective plans of development 
have been drawn up and exercises have been undertaken in 
r^urce mobilisation and steps haye been taken to strengthen 
the statistical basis of planning process. The State Planning 
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machinery is^also weak with regard to evaluation and monitor- 
ing functions. The Draft Sixth Plan has laid a greater emphasis 
on area development with a view to achieve an integrated rural 
development, with this end in view, it has emphasised the 
importance of block and district level planning but no organi- 
sations exist at these levels for the purpose. The Draft Sixth 
Plan has maintained that "‘It is now necessary that the district 
level planning, evaluation and monitoring cells with the neces- 
sary expertise are developed immediately so that detailed' 
planning now conteqpplated can be effectively executed. It is 
also necessary to create smaller cells at the block level, the 
block being the primary area for local planning and these cells 
should be manned by specialist personnel with professional 
competence in local planning, monitoring and evaluation.”^^ 

The question, however, was examined by a committee 
appointed by the Planning Commission under the Chairman- 
ship of Prof. M. L. Dantwala and the committee has recom- 
mended a selective approach to the question. It has recom- 
mended that planning at the block level may begin only in 
selected blocks and with the experience gained in course of time 
the process could be progressively extended to other blocks. 
Thus, eflfective planning organisations have not developed 
at the State, and district levels so far. The development of 
effective planning, evaluation and monitoring organisations at 
the state, district and block levels is vitally necessary for the 
success of the planning process in the country. 
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THE FISCAL STRUCTURE AND PROBLEMS 
OF DEVELOPMENT FINANCE 


The process of planned economic development initiated in 
1951-52 with the First Five Year Plan has involved on expand- 
ing role for the public sector in India. The programmes of 
development of the public sector in each five-year plan have 
been distributed into the Central sector and the States sector 
in terms of the criteria and decisions of the Planning Commis- 
sion and the National Development Council. Since the deve- 
lopment outlay in each five-year plan has been progressively 
stepped up, this has led to the need for raising an increasing 
volume of financial resources by the Central and State govern- 
ments to implement the plan outlay. But this has brought into 
sharp focus the incompatibility between the distribution of the 
revenues resources and resource requirements of the develop- 
ment programmes of the Central and state governments. This 
has, therefore, revealed that the constitution had not envisaged 
the problem of enormous imbalance which may arise between 
the fiscal need and capacity of each layer of government in a 
developing economy. An analysis of the pattern of financing of 
the public sector outlay in each of the five year plans abundant- 
ly illustrates the sharp and growing differences in the responses 
of the resource structure assigned to each layer of government 
to the dynamics of development planning. 

Since the resource structure of the States has not adequate- 
ly responded to their growing needs for development finance, 
the gap has tended to be bridged largely through central re- 
source transfers which has led to the increasing financial 
dependence of the States on the Centre and this has created 
enormous complications for inter-governmental financial rela- 
tions. 
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The First Five Year Plan 

During the First Five-Year Plan, the aggregate outlay on 
the Plan over the five years was about Rs. 1 960 crores as 
against the original plan target of Rs. 2069 crores and the 
revised plan target of Rs. 2378 crores. The original plan target 
of outlay was raised and number of adjustments were made 
primarily to provide more employment opportunities. 

The expenditure by the Centre is estimated to have been 
about Rs. 1115 crores and that by the states about Rs. 897 
■crores as against the original and the revised plan targets of 
Rs. 1234 crores and Rs. 1390 crores for the Centre and Rs. 835 
crores and Rs. 988 crores for the States respectively. The tempo 
of development outlay in the beginning of the Plan was slow; 
but as the details of the development schemes were fully work- 
ed out and the administrative machinery became increasingly 
.geared to the task of development planning, the tempo of the 
Plan was considerably accelerated. There was a substantial 
stepping up of development outlay in the fourth and fifth years 
and as much as 57 per cent of the total expenditure over the 
five-year period being accounted for by these two years. There- 
fore, the progress in raising resources and the pattern of financ- 
ing that emerged were closely linked up with the phasing of the 
plan outlay. 

As compared to the revised plan targets of development 
outlay, there took place shortfalls either because of the late 
commencement of the schemes or because of indequate admini- 
strative and organisational arrangements for implementation. 
In the case of the programmes of industrial development, the 
shortfall was due to the fact that the iron and steel and heavy 
electrical plants took much longer time than was expected. In 
case of Community Development Projects, the provision of Rs. 
*90 crores was only a rough estimate, and secondly the level of 
expenditure proposed per unit of development area was reduc- 
ed later in the light of experience. The Planning Commission 
in its review of the First Five-Year Plan, May 1957, had not 
sufladently emphasised the inadequacy of resources as one of 
^the factors accounting for the shortfall in the realisation of the 
plan target of development outlay; but an analysis of the 
pattern of financing and the amount of domestic resources 
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mobilised by*the governmental authorities go to show clearly 
that the inadequacy of resources was an important factor for 
the failure to realize the plan target of development expendi- 
ture. 

Domestic Resources 

In the Plan as it was originally formulated, the estimate of 
total domestic resources to be raised by way of taxes, loans, 
small savings, was put at Rs. 1258 crores; and the remaining 
amount of Rs, 811 crores was proposed to be financed partly 
from external assistance and partly from a combination of 
measures to raise domestic resources through taxes of loans or 
deficit financing as the conditions warranted. Though the tar- 
get of development outlay was subsequently revised, the target 
of the volume of domestic resources to be raised by the govern- 
ment authorities was not correspondingly raised and this means 
that a larger resort to the method of inflationary finance had to 
be made to finance the increased outlay on development. The 
result was that the volume of budgetary resources raised 
through surplus in current revenues, small saving and market 
borrowing amounted to Rs. 1277 crores, a little over the 
original plan target of Rs. 1258 crores. External assistance 
utilised during the plan amounted to about Rs. 200 crores^which 
was about Rs. 50 crores more than the assistance forthcoming 
when the Plan was formulated. Therefore, the extent of actual 
deficit financing exceeded the limit of Rs. 290 crores as indicat- 
ed in the Plan. For the five-year period, the total amount of 
deficit financing has been placed at Rs. 420 crores. 

Revenue Surplus 

In the context of a federal structure of public finance, the 
resources have to be raised both by the Central and the state 
governments for financing the development outlay of the public 
sector. The extent of compatibility of federal finance with the 
criteria of a fiscal policy suited to developing economy depends 
in this regard upon the performance of the State governments 
in mobilising an adequate volume of resources required for their 
development plans. 
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Of the outlay of Rs. 1115 crores at the Centre Over the five- 
year period, jRs. 420 crores or about 38 per cent of the total was 
financed from revenue surpluses and the earnings of railways; 
Rs. 358 crores or some 32 per cent became available by way of 
net receipts from loans, small savings and other capital receipts. 
As against this total of Rs. 778 crores, the Centre transferred 
Rs. 350 crores to the States by way of Central assistance for 
State plans. The balance of Rs. 428 crores remaining with the 
Centre was augmented by the receipt of Rs. 203 crores of funds 
from abroad. Thus the Centre has at its disposal a sum of Rs. 
631 crores against its plan outlay of Rs. 115 crores. On this 
basis, deficit financing at the Centre for the five-year period 
work out at Rs. 484 crores. The account figures for 1955-56 
show the actual deficit in that year at Rs. 180 crores which 
means that for the five-year period the deficit of the Centre was 
Rs. 428 crores.^ 

In the States, of the total outlay of Rs. 897 crores, Rs. 269 
crores or about 30 per cent were mobilised from their current 
revenues, Rs. 230 crores or 26 per cent from public borrowings 
and capital receipts and Rs. 350 crores or 39 per cent repre- 
sented the contribution of the Centre. There was still left a 
deficit of about 5 per cent on the basis of the revised estimates 
for the final year. Actually, however, taking the plan period as 
a whol^ there had been little deficit financing by the States 
together.^ 

In the Plan as initially formulated the contribution of 
current revenues including fresh taxation and the receipts of 
railways were estimated at Rs. 740 crores. Thus, the surpluses 
of public authorities were assumed to contribute 58 per cent. 
The contribution of current revenues and the earnings of rail- 
ways over the plan period amounted to Rs. 690 crores as 
against the target of Rs. 740 crores. The shortfall was accounted 
for by lower contributions from the railways, the balance from 
revenues taking the Centre and the states together being close 
to expectations. The Centre was able to find from current 
revenues Rs. 145 crores more than the plan targets while in the 
States there was almost an equal shortfall. This shortfall in the 
states occurred in spite of the transfer of Rs. 80 crores to them 
under the recommendations of the first Finance Commission. 

Thus, the performance of the Centre in the mobilisation of 



76 


Federal Finance and Economic Development in India 


resources from current revenue was quite satisfactory^ whereas 
the record of the states was rather disappointing. As a result, 
from the point of view of the mobilisation of adequate resour- 
ces, the federal finance in India has not been compatible with 
the criteria of a fiscal policy suited to a developing economy. 

Resources from Additional Taxation 

The Central Government imposed substantial taxation in 
1951-52 partly for mc^bilising the maximum volume of resources 
but mainly for anti-inflationary purposes. Export duties which 
had been raised in 1950-51 were raised further on a number of 
commodities in order to siphon into the public exchequer a 
significant proportion of the increment in incomes resulting 
from an improvement in the terms of trade. The other measures 
taken in that year included a surcharge on income tax, an 
increase in the corporation tax, additional excise duties and 
import duties. Altogether, the increase in taxation proposed in 
that year amounted to Rs. 32 crores.^ Towards the close of the 
year, it became necessary to reduce export duty on jute. In the 
two subsequent years, inflationary pressures had diminished 
and some further reductions had to be made in export duties 
in view of the world conditions and the demand for India’s 
exports. The other changes made in these two years werp rela- 
tively small. In 1954-55, significant increases were made again 
in excise duties. During the last two years of the Plan, the 
development outlay was considerably stepped up in order to 
realise the targets of development expenditure in the Plan. 
Consequently, there was the need for a larger volume of 
resources. During 1954-55, the Central Government resorted to 
additional taxation amounting to Rs. 11 crores. In 1955-56, 
both direct and indirect taxes were raised further; the impor- 
tant increases being under income tax and excise duties. The 
yield of the new tax measures was estimated at Rs. 17 crores 
for the year. It has been estimated that over the period of the 
First Five-Year Plan, the yield of additional measures of taxa- 
tion at the Centre excluding export duties amounted to about 
Rs. 176 crores. 

As regards the States, thd contribution from revenues over 
the five-year period was Rs. 269 crores as compared with the 
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plan target of Rs. 410 crores, a shortfall of about 34 per cent 
despite the transfer of Rs. SOcroresto them as the result of 
the recommendations of the First Finance Commission. The 
target of additional taxation by the States as laid down in the 
Plan was Rs. 230 crores. But the actual yield of all the measures 
of additional taxation by the States over the plan period has 
been estimated at Rs. 80 crores. Thus, the “conclusion is 
inescapable that the progress in the matter of additional taxa- 
tion in the States has not been commensurate with the require- 
ments of the Plan.^ * 

Of the total yield of Rs. 80 crores, about a half was 
accounted for by general sales tax, tax on the sale of motor 
spirit and sales tax on tobacco, cigarettes and cigars. Taxes on 
motor vehicles also made a significant contribution. Irrigation 
rates were put up in some States; but these increases yielded 
only Rs. 6 crores as compared to the plan estimate of Rs. 29.5 
crores. The additional revenue from the taxation of land 
turned out to be only Rs. 5,4 crores as against the plan target 
of Rs. 34 crores. The States’ share of Estate Duty amounted 
to only a little over Rs. 2 crores as against the plan target of 
Rs. 21 crores.5 

Thus, to the extent that taxation in a developing economy 
has to be used as an effective instrument of development finance 
for the mobilisation of maximum volume of resources, the 
federal structure of public finance in India has not been com- 
patible with the criterion of a tax policy suited to a developing 
economy. 

Public Borrowing 

The targets for public borrowing in the First Plan were 
kept low in view of the fact that when the Plan was formulated 
the market was weak and so the prospects for a large-scale 
borrowing programme were far from encouraging. Therefore, 
the targets for borrowing by the Centre and the states were 
fixed at Rs. 36 crores and Rs. 79 crores respectively. But the 
total net borrowing by the Centre and the states together dur- 
ing the plan period amounted to Rs. 205 crores. This means 
that the plan target of public borrowing was exceeded by Rs. 
89 crores. Taking the Centre and the States together the net 
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borrowing was exceeded by Rs. 89 crores. Taking the Centre 
and the State together the net borrowing from fhe market in 
1951-52 was negative to the extent of Rs. 22.8 crores. This 
means that Rs. 22.8 crores was paid out by way of repayment 
of maturing loans. In the next two years the market showed 
some improvement, but it was not until the fourth year that 
substantial borrowing programmes could be undertaken. 

The Centre continued to make repayments for the first 
three years; Rs. 34.2 crores in 1951-52, Rs. 0.9 crore in 1952-53 
and Rs. 37.2 crores in 1953-54. The States were able to put 
through moderate borrowing programmes in the first two years 
and were able to step them up substantially in 1953-54. In the 
first three years of the plan taking the Centre and the states 
together, repayments of maturing loans exceeded the contribu- 
tion of the fresh loans by Rs. 5 crores.® In 1954*55, the Centre 
raised a combined loan of Rs. 159 crores of which Rs. 46 
crores represented maturities, the net borrowing thus amount- 
ed to Rs. 113 crores. Of this, Rs. 26 crores was made available 
to the states. In addition two states were able to borrow Rs. 7 
crores directly. In 1955-56, the net loan receipts of the Centre 
and the states combined amounted to Rs. 89.4 crores. The total 
net borrowing by the Centre over the plan period amounted to 
Rs. 49 crores as against the target of Rs. 36 crores and by 
the states Rs. 155.4 crores against the target of Rs. 79*crores. 
The aggregate borrowing by the states of funds from the 
market exceeded by a significant margin the plan target of 
borrowing. Thus, the fiscal behaviour of the States in this 
regard has more than conformed to the expectations of the 
Plan; and as a result, the federal structure of public finance has 
operated as a distinctly advantageous institution for the mobi- 
lisation of resources for the public sector. 

A number of factors have combined to contribute to the 
success of the borrowing programme of the public authorities 
during the period of the Plan. A certain reorientation was given 
to the market borrowings; and planned development succeeded 
in establishing a direct and meaningful link between govern- 
ment borrowings and public investment; and fuller co-ordina- 
tion was developed with the states in borrowing from the mar- 
ket. Besides, with the subsidence of inflationary conditions and 
the restoration of stability in money and capital markets, there' 
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took place a revival of confidence especially since tfie beginning 
of the fourth year of the Plan. The significant growth in 
national income, and the larger dose of deficit financing during 
the two years of the Plan also contributed materially to the 
success of public borrowing. 

The reorientation of the technique of borrowing during the 
plan has consisted not only in the linking up of government 
borrowing and public investment, but also in the bunching to- 
gether of short, medium and longer term issues with a view to 
securing a better response from the dilfetent categories of in- 
vestors whose requirements vary. 

Besides, the net repayment of debt on Central Government 
account during the first three years of the Plan provided suit- 
able liquid conditions in the market for the success of the 
State loans in that period. By its decision not to approach the 
market for funds in 1952-53 in the wake of the new monetary 
policy, the Central Government created a suitable climate in 
that year in the market for the success of State loans. Moreover, 
the timing of the floatation of the State loans was also adjust- 
ed in such a way that it was made to synchronise with the 
existence of slack season in the market when the institutional 
investors had spare funds to invest. 

The yield on the securities of the state governments was 
made pK)gressively more attractive as a result of a rise in their 
yield partly by raising the rate of interest on the State loans 
from 3 to 3.5 per cent and then to 4 per cent in response to the 
new monetary policy, and partly by shortening the period of 
their maturity. 

The States also made energetic efforts to extend the popu- 
lar attraction for loans by making an appeal to the small-scale 
investors in the rural areas. In 1953-54, the state of Madras 
approached the small-scale investors in the rural areas through 
the district oflficers for the purchase of the state government 
securities and about 60 per cent of the total loan subscription 
of Madras State in that year was made by the small-scale 
investors. 

This has abundantly demonstrated the merit of the federal 
fi.scal structure in tapping the small savings of the rural inves- 
tors through the borrowing programmes of the States. These 
savings might remain largely untapped in a completely 
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centralised bWrowing policy directed from New Delhi. Thus, a 
completely centralised borrowing policy might imot prove 
appropriate for the mobilisation of maximum volume of resour- 
ces for the public sector. 

Small Savings 

The total resources mobilised from small savings pro- 
grammes amounted to Rs. 237.2 crores during the period of 
the Plan as against the plan target of Rs. 225 crores. Thus, the 
performance in this regard was quite satisfactory. The collec- 
tions from small savings in the last year of the Plan were double 
the collections in 1950-51 and it is noteworthy that about 12 
per cent of the plan expenditure was financed by the collections, 
from small savings. 

For the mobilisation of resources through small savings^ 
the states have been functioning as the agents of the Central 
Government. A formula was devised in accordance with which 
the net proceeds from small savings were to be distributed be- 
tween the Centre and the States. The formula was that each 
State got 25 per cent of the average net collection in the State 
for the three preceding years plus 50 per cent of the excess over 
this average. The amount distributed to the State in this way 
was to be treated as loan given to the State by the Ceati;e. Such 
a formula was devised in order to give an incentive to the 
states for the mobilisation of an adequate volume of resources 
through small savings. This was found later to be not sufficient 
to induce the states to make the energetic effort and so it was 
changed under the Second Five Year Plan, 

Conclusion 

The tempo of development expenditure was considerably 
accelerated in the last two years of the Plan, but the mobilisa- 
tion of domestic resources did not keep pace with the progress 
of development expenditure. As a result, a significant portion 
of development expenditure in the last two years of the plan 
was financed through inflationary finance, and over 60 per cent 
of the deficit financing in the plan period is accounted for by 
the last years of the Plan, Most of the surplus from current 
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revenues available for development financing v^a« available 
during the two years of the Plan in the context of the buoy- 
ancy imparted by the Korean boom when the plan outlay was 
rather on a low level. Thus, ‘‘it is exactly when plan expendi- 
tures rose substantially in the later stages of the Plan that 
increasing resort to deficit financing had to be undertaken. 
Deficit financing is safe and useful while there is a slack in the 
economy and production can be increased fairly quickly by 
utilising idle capacity or manpower. But, once the available 
production capacities are being more or l§ss fully utilised, a 
further stepping up of investment expenditures through deficit 
financing cannot but generate inflationary pressures. In other 
words, the considerations that govern the feasibility of deficit 
financing are rather of short-term character and while they 
warrant an expansion or a contraction of a part of public ex- 
penditure in response to the needs of the situation, deficit 
financing cannot be relied on for a continuous increase in public 
outlays year by year except within narrow limits. Such increase 
can only be supported by expansion of normal budgetary 
receipts”.’ The significant amount of deficit financing under- 
taken in the last two years of the Plan led to a considerable 
build up of inflationary pressures which proved an intractable 
problem during the Second Plan. 

ThQ total public expenditure stood at Rs. 960 crores in 
1950-51; whereas in 1955-56 (R.E.), it went up to Rs. 1687 
crores. The total revenue receipts stood at Rs 780 crores, and 
total capital receipts amounted to Rs. 238 crores in 1950-51. 
This means that as against a total public expenditure of Rs. 
860 crores, the total receipts amounted to Rs. 1018 crores. But 
in 1955-56 (R.E.), the total revenue receipts stood at Rs. 967 
crores and capital receipts amounted to Rs. 427 crores. Thus 
as against the total public expenditure of Rs. 1687 crores, the 
total receipts amounted to Rs. 1394 crores. Thus, the growth 
in revenues did not keep pace with the growth in public expen- 
diture; and the disequilibrium in this regard was partly account- 
able to the failure of the States in gearing their tax policy 
eiffectively to the objective of the mobilisation of an adequate 
amount of resources. 

The total, revenue receipts in 1955-56 were higher by 24 per 
cent than the revenue receipts in 1950-51. But the growth of 
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revenues not continuous. There was a big spurt in revenues 
in 1951-52 and a quick decline to lower levels in Che subsequent 
two years largely as a result of the collapse of the Korean 
boom. In 1954-55 the level of public revenues was about the 
same as in 1951-52 and it was only in the last year of the plan 
that the level of 1951-52 was substantially exceeded. This 
abundantly demonstrates that the resources mobilised through 
fiscal policy were inadequate. 

Of the increase in revenue, a considerable proportion was 
taken up by the increase in non-development expenditures. 
Thus, of the increase of Rs. 187 crores in public revenues in 
195.5-56 as compared to 1950-51 as much as Rs. 110 crores was 
absorbed in non-development expenditure; the balance left for^ 
development expenditure being, therefore, only Rs. 77 crores 
Besides, development expenditures on revenue account outside 
the Plan also increased steadily in the plan period so that of the 
fresh resources raised by taxation and the like, the amount 
available for the Plan as such turned out to be even smaller.® 
A part of the non- development outlay was of an unavoidable 
nature such as on flood relief, but a part of this could have 
been avoided by economies in administrative expenditure. 

In a developing economy, it is an important pre-requisite 
of accelerated economic development that an increasingly larger 
proportion of the expanding level of national output be* plough- 
ed back into investment through the apparatus of public 
finance. This implies that the share of public revenues in the 
national income should tend to increase progressively. In 1950- 
51, total revenue receipts amounted to B.l per cent of the 
national income, whereas in 1955 56, this percentage was 10. 
Total tax revenues amounted to 6.6 per cent of the national 
income in 1950 51, and this percentage was 7.9 in 1955-56. 
Non* tax revenues stood at 1.5 per cent of the national income 
in 1950-51 and they amounted to 2.1 percent of the national 
income in 1955-56.^ Thus the growth in public revenues did not 
keep pace with the growth in national income and as a result, 
the apparatus of public finance was not effectively geared to 
the ploughing back of an increasingly larger proportion of 
national income into public savings. 

Taking the Centre and the States separately, it is found that 
total tax revenues of the Centre amounted to 4.2 per cent of 
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the national income in 1950-51, whereas in 1955-16 (R.E.) this 
percentage^was 4.7. As regards the States, their tax revenues 
amounted 2.3 per cent of the national income in 1950-51, 
whereas in 1955-56 (R.E.), this percentage was 2.7.^^ This 
means that tax policy was not used as an effective instrument of 
development finance for the public sector during the period of 
the First Five Year Plan. 

As regards public borrowing, the Review of the First Five 
Year Plan observes, “A plan of development has necessarily to 
depend upon market borrowings to an extent, but this depends 
in the main on the extent to which private savers, individual 
and institutional, invest their savings voluntarily in government 
securities. Certain incentives can, no doubt, be offered, but 
these again have to be related to the other demands on private 
savings and the prevailing structure of interest rates. Beyond a 
point, therefore, reliance on the market borrowings makes the 
resources position for a development plan uncertain and carries 
with it the danger of potential inflation.”^^ 

RESOURCE MOBILISATION DURING THE SECOND FIVE YEAR 

PLAN 

The Second Five Year Plan embodied a programme aimed 
at a significant stepping up of the level of investment both in 
the public and the private sectors of the economy. Therefore, it 
envisaged the mobilisation of domestic resources on a much 
larger scale than was necessary for the First Plan. It also 
assumed externa) assistance of a sizable amount. But the 
subsequent developments revealed that the assessment of re- 
sources necessary for the Plan as made by the planners was 
unrealistic and so the pattern of investment embodied originally 
in the Plan had to be modified and the size of the Plan had to 
be reduced in light of the resources position which developed 
subsequently. 

The Plan proposed a financial outlay on development 
amounting to Rs. 4800 crores for the public sector. Of this 
amount Rs. 2559 crores was the proposed financial outlay on 
the plan of the Centre and Rs. 2241 crores on the plans of the 
states. There was a considerable accumulation of inflationary 
pressures just before the Second Plan began and these pressures 
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gathered momentum as the implementation of the Plan was 
accelerated. The Suez crisis of 1956 and the high^ prices pre- 
vailing in foreign markets made the prices of imported foreign 
machinery and capital goods higher. As a result the cost esti- 
mates of some of the projects in the Plan were raised. Some 
of the initial estimates in the Plan for some of the development 
projects were inadequate and their estimates, therefore, were 
raised subsequently. A few new projects of high priority were 
also included in the Plan after it was formulated. Therefore, it 
became apparent that the financial resources necessary for com- 
pleting the Plan woufd be significantly higher than the total of 
Rs. 4800 crores proposed initially. 

It was expected that the implementation of a plan of a 
large magnitude would be associated with serious stresses and 
strains in the economy. But due to the combined operation of 
a number of factors, these stresses and strains came much 
earlier than was expected. The wholesale prices had already 
begun to rise before the Plan commenced and the upward trend 
continued, punctuated by brief periods of stability. The price 
index was 89 in May 1955, (1952-5? — 100), and 114 in May 
1959. This has been indicative of the growing inflationary pres- 
sures in the system. There took place a sharp adverse turn in 
the balance of payments in April 1956 and the deficit on current 
account in the balance of payments amounted to a total of Rs. 
591 crores from April, 1956 to September, 1957. The total defi- 
cit on current account in India’s balance of payments from 
January 1956 to December 1958 amounted to Rs. 684 crores; 
and this led to a large-scale depletion of foreign resources. The 
spurt in the level of investment combined with ‘‘the liberalisa- 
tion of import policy geared to the increasing requirements of 
industrial development was a material factor in causing the 
strain on the balance of payments, besides exerting an upward 
pressure on domestic prices.”^^ 

These developments were an index of the growing disequili- 
brium between the available resources and the demands on 
them necessitated a reallocation of outlays and a readjustment 
of the pattern of investment embodied originally in the Plan. 
Besides, a downward revision in the total plan outlay was made 
from Rs. 4800 crores to Rs. 4500 crores so as to correspond to 
the resources position. As against the revised plan outlay of 
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Rs. 4500 crgres, the available resources were estimated at Rs, 
4200 crores, thus indicating a shortfall of Rs. 280 crores. This 
abundantly justified the criticism of the plan that it was based 
upon an unrealistic assessment of the availability of domestic 
and external resources. 

As there had been a rise in the general level of prices dur- 
ing the plan period, the achievement of the physical targets 
embodied in the Plan would have called for a much larger 
financial outlay than Rs. 4800 crores origjnally proposed and 
even if this entire financial outlay could be incurred by the 
public sector during the Plan period, it was unlikely that the 
growth in real output would have been of the order envisaged 
in the Plan. This is because the investment in real terms would 
have been less due to the rise in prices even if the investments 
in monetary terms were of the same magnitude. 

Mobilisation of Domestic Resources 

The Planning Commission had estimated that the total plan 
outlay of the public sector amounting to Rs. 4600 crores in the 
Plan was financed to the extent of Rs. 2562 crores by domestic 
resources, Rs. 1090 crores by external assistance and Rs. 948 
crores^ by inflationary finance. This means that only 57 per 
cent of the Plan expenditure had been financed through domes- 
tic resources, 21 per cent through inflationary finance and 22 
per cent through foreign grants and loans. Thus deficit finan- 
cing and external finance constituted 43 per cent of the total 
resources and this was not a desirable development in a growing 
economy. Thus the domestic resources mobilised by the Central 
and state governments were inadequate. 

The total outlay in the State Plans has been estimated to be 
of the order of Rs. 2082.56 crores for the Second Plan. 36 per 
cent of the outlay of the States as a whole financed through 
domestic resources, 56 per cent through Central financial assis- 
tance and 9 per cent through inflationary finance. Thus it 
virtually amounted to financial underwriting of the fulfilment 
of the States plans by the Centre and the domestic resources 
mobilised by the States have been quite inadequate. Thus, 
considered from the criterion of the mobilisation of domestic 
resources, the federal structure of public finance has not been 
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compatible with the conditions of an accelerates^ economic 
development. The mobilisation of domestic resources by the 
States has been much below expectations in spite of the fact 
that there took place a substantial transfer of revenues estimat- 
ed at Rs. 160 crores over the Plan period^^ from the Centre to 
the States under the recommendations of the Second Finance 
Commission. 

Of the total domestic resources at the Centre amounting to 
Rs. 732 crores for the £ rst three years of the Plan, the surplus 
from current revenues is estimated at Rs. 305 crores, the contri- 
bution of the railways Rs. 129 crores, and loans from the public 
small savings and other capital receipts at Rs. 298 crores. Of 
the total domestic resources of Rs. 369 crores mobilised by the 
States during the first three years of the Plan, current revenues 
have constituted Rs. 134 crores of 36 per cent and loans from 
the public, small savings and other capital receipts have contri- 
buted Rs. 235 crores or 64 per cent. Thus out of the plan out- 
lay of Rs. 2456 crores for both the Centre and the states in the 
first three years, only Rs. 439 crores or only 18 per cent was 
financed by resources from current revenues and this is a 
staggeringly low figure. This was in spite of the fact that there 
Was considerable tax effort during the first two years of the 
Plan at the Centre. The biggest tax effort was made in 19$7-58, 
but curiously enough, this was the year of the heaviest budge- 
tary deficit. The volume of domestic resources in that year was 
estimated to have been about Rs. 62 crores lower than in 1956- 
57, primarily because of the decline in receipts from market 
loans. During 1958-59, a considerable improvement in loans as 
in small savings took place. As regards the mobilisation of 
resources from current revenues, the Appraisal and Prospects of 
the Second Five Year Plan observes, ‘‘The striking feature of 
the resources position over these years is that the balance avail- 
able from current revenues for financing the Plan has remained 
more or less static, around Rs. 140-150 crores.”^® 

The insufiBciency of resources available to the Centre from 
current revenues was partly due to the transfer of Rs. 160 
crores to the State under the Finance Commission’s award and 
partly due to the increase in non-developmental expenditure 
such as increase in defence expenditure and the subsidies on 
food. “Thus, on balance, while a massive tax effort has been 
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made in recent years, the original gap of Rs. 400 crores in 
resources still remains more or less uncovered/’^^ 

THE TAX POLICY OF THE STATES AND RESOURCE 
MOBILISATION 

In the States, the additional taxation of 1956-57 was expec- 
ted to yield Rs. 8.7 crores in that year and Rs. 12.4 crores in a 
full year. For 1957-58, the corresponding estimates are Rs. 11.9 
crores and Rs. 20.2 crores. In 1958-59, as against the tax effort 
of Rs. 20 crores envisaged by the State governments while for- 
mulating their plans for the year, the measures proposed in the 
budget of the year were estimated to yield Rs. 14 crores only. 
In the budget of 1959-60, the total sum expected to be raised 
from the proposals for additional taxation has been estimated 
to be only of a small amount of Rs. 4 crores.^'^ 

Thus for the first four years of the Plan, additional taxation 
in the states had been about Rs. 83 crores and the yield of these 
measures over the five years period was about Rs. 180 crores. 
This was about Rs. 45 crores below the target of Rs. 225 crores 
set in the Plan. The States were expected to mobilise resources 
amounting to Rs. 370 crores in all from current revenues. But 
during the first three years of the Plan resources from this 
source amounted to Rs. 135 crores and for the five-year period, 
the total at the tax rates prevailing at the end of the third year 
of the Plan was expected to be about Rs, 295 crores. As the 
resources expected from additional taxation in the fourth year 
of the Plan was of the order of Rs. 4 crores only, the total 
resources mobilised by the states from current revenues fell 
below the plan target. 

Therefore, the substantial shortfall in the plan outlay in the 
States in the first three years of the Plan was “partly because of 
the administrative difficulties connected with the reorganisation 
of States, but in part, it reflects the inadequacy of resources 
available.”^® The strain, on the resources of the States was caus- 
ed by increase in non-developmental expenditure such as debt 
services, police, general administration and direct demand on 
revenue. Besides, there was an increase in the developmental 
expenditures of the States outside the Plan. 

During the first four years of the Plan, the States raised 



88 


Federal Finance and Economic Development in India 


about Rs. 40.1 crores of resources from additional taxation by 
way of general sales tax and Rs. 3 crores from tax on motor 
spirit and diesel oil. On this basis, this would work out at Rs. 
84 crores and Rs. 7 crores respectively for five years as against 
the combined target of Rs. 112 crores set in the Plan. Land 
revenue and irrigation rates in four years yielded about Rs. 3.5 
crores which would work out at Rs. 8.6 crores over five years 
as against the combined plan target of Rs. 37 crores and Rs. 1 1 
crores respectively for five years. Resources from betterment 
levy over this period amounted to Rs. 0.92 crore and for five 
years this amounted to about Rs. 2.5 crores as against the plan 
target of Rs. 16 crores which was exclusive of the yield of Rs. 
37 crores to be made available to the Centre for repayment of 
loans. The yield from additional taxation with respect to agri- 
cultural income tax was Rs.3.3 crores over four years and this 
amounted to Rs. 7.5 crores over the Plan period as against the 
target of Rs. 12 crores in the Plan. The additional resources 
from electricity duties, tax on motor vehicle including tax on 
passengers and goods, stamp duties and registration and excise 
duties were estimated at Rs. 3 crores, Rs. 7.5 crores, Rs. 1,9 
croies and Rs. 1,9 crores respectively for four years and, on 
this basis, these amounted to about Rs. 8 crores, Rs. 17 crores, 
Rs. 4 crores and Rs. 3.8 crores over five years against the plan 
target of Rs, 6 crores, Rs. 10 crores, and Rs. 4 crores respecti- 
vely. Others yielded additional resources amounting to Rs. 35 
crores over five years as against the target of Rs. 17 crores and 
these represented resources mainly from local property taxes. 

The tax policy of the States in this period reveals a number 
of striking features. Firstly, there was preponderant reliance 
upon commodity and outlay taxes for the mobilisation of 
resources. This was inevitable for two reasons. In the first 
place, the Constitution has delimited the fiscal competence of 
the States in such a manner that they have to rely upon outlay 
taxes for resources. In the second place, dependence upon out- 
lay taxes is inevitable for financing a programme of planned 
development in the framework of a mixed economy. 

Secondly, the resources mobilised by the States from land 
taxation were not only much below expectations but they were 
quite meagre. It is argued that a developing economy has to 
mobilise a very large volume of resources from the agricultural 
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“Sector thii^ugh land taxation. This is an inevitabte logic of 
accelerated economic progress. Thus, the policy of the states 
with regard to the mobilisation of resources through land 
taxation has not been compatible with the inevitable logic of 
planned and accelerated economic development. 

Thirdly, the total resources mobilised by the states through 
additional taxation were quite inadequate and the States did not 
follow a dynamic tax policy which is essential in a developing 
economy if its rate of growth is not to^be hindered by the in- 
sufficiency of resources. 

The states did not make adequate efforts to harness the tax 
potentials existing in their sphere, and this has been especially 
true with regard to land taxation and betterment levies. It is 
necessary that the tax potentials existing in the rural sector of 
the economy be fully exploited for mobilising additional 
resources for public investment. 

I'hus, the experience of the mobilisation of resources during 
the First and the Second Plan demonstrated that the federal 
structure of public finance has not been compatible with the 
criterion of mobilising maximum resources through the ap- 
paratus of taxation. 

The overall conclusion that emerges as a result of the study 
of the^ effort at resource mobilisation in India during the period 
of the First and the Second Plan is that inadequacy of resources 
has been an important bottleneck in the process of accelerated 
economic growth. One thing that stands out very clearly is that 
in the raising of domestic resources, exclusive reliance was 
placed upon the traditional methods of public finance and 
no planned and conscious effort was made to develop an 
appropriate organisation for the mobilisation of surplus labour 
in the rural sector for capital formation and for supplementing 
the supply of real resources. Besides, though there took place 
a significant expansion of the public sector, no significant in- 
vestible surplus was mobilised through the mechanism of the 
price policy of the public undertakings except, of course, the 
railways. It is not possible to mobilise resources of a consider- 
able magnitude through exclusive reliance upon the traditional 
methods of public finance. 
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Resources for the Third Plau 

The Third Plan had proposed a total outlay of Rs. 7500 
crores for the public sector as a whole for the period 1961-66 
but the actual outlay amounted to Rs. 8577 crores. Of this 
amount Rs. 5021 crores or 58.5 per cent was financed through 
domestic budgetary resources, Rs. 2423 crores or 28.3 per cent 
through external assistance and Rs. 1 133 crores or 13.2 per cent 
through deficit financing. The share of the Centre in the total 
public sector outlay was of the order of Rs. 4412 crores while 
that of the States amounted to Rs. 4165 crores. The Centre 
financed Rs. 3500 crores of its outlay through domestic budge- 
tary resources, Rs. 2423 crores through external assistance andr 
Rs. 1004 crores through deficit financing. As regards the States, 
they financed Rs. 1521 crores of their outlay through domestic 
budgetary resources, Rs. 2515 crores through Central financial 
assistance and Rs. 129 crores through deficit financing. This 
means that 61 per cent of the plan outlay of the States was 
financed through Central assistance indicating the tendency to 
fiscal Centralisation and growing dependence of the States on 
the Centre for financing their development plans. This means 
that the Centre virtually underwrote the financial inplementa- 
tion of the States plans. 

Table 5.1 indicates the outlay of each State on the Third 
Plan and the Central Financial assistance to finance the State 
plans: 

The total resources mobilised by the Centre through addi- 
tional taxation including .measures to increase the surplus of 
public enterprises amounted to Rs. 2277 crores while these 
mobilised by States amounted to Rs. 615 crores. This means 
that the Centre made a massive effort to mobilise resources 
through additional taxation, but the effort made by the States 
was inadequate. This may, however, be only a partial explana- 
tion of the performance of the two layers of government. The 
basic explanation seems to be that the resources to be tapped 
by the Centre are more responsive to changes in tax rates and 
national income while those of the States are less responsive* 
Besides the additional tax effort of the Centre lay essentially in 
the field of excise taxation which, therefore, limited the poten- 
tial of the States to raise resources through commodity taxes 
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such as sales taxation. 

There developed two other features in the performance of 
the states with regard to resource mobilisation through addi- 
tional taxation to finance their plan outlays. While the relatively 
more developed States such as Maharashtra, West Bengal, 

Table 5.1 


(amounts in crores of rupees) 


SL States 

No. 

Total 

outlay 

Central 

assistance 

Central assistance 
as per cent of total 
outlay . 

1. Andhra 

Pradesh 

344.78 

220.5 

64.0 

2. Assam 

132.24 

99.9 

87.0 

3. Bihar 

331.74 

215.9 

65.1 

4. Gujarat 

237.64 

111.6 

47.0 

5. Jammu & 
Kashmir 

61.24 

61.5 

100.4 

6. Kerala 

181.59 

121.7 

67.0 

7. Madhya Pradesh 288.35 

219.5 

76.1 

8. Maharashtra 

433.60 

160.8 

38.5 

9. Mysore 

250.69 

156.5 

62.4 

10. Nagaland 

10.8 

10.8 

100.0 

11. Orissa^ 

224.06 

136.7 

61.0 

12. Punjab 

254.69 

134.4 

52.9 

13. Rajasthan 

210.69 

161.4 

76.6 

14. Tamil Nadu 

342.33 

186.8 

54 6 

15. Uttar Pradesh 

560.25 

356.2 

63.6 

16. West Bengal 

300.48 

155.1 

51.6 

Total 

4164.75 

2515.3 

60.4 


Punjab, and Tamil Nadu raised larger resources through addi- 
tional tax measures, the performance of the relatively less- 
developed States was very unsatisfactory. This, therefore, led 
to a number of consequences. In the first place the relatively 
less developed States had their dependence on the Centre 
further increased to finance their Plan outlay. Secondly, this 
had the effect of widening the disparities in the development 
efiFort of the various States and so accentuating inter-regional 
imbalances in levels of development. 

Besides, the resources mobilised by the States tended to be 
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eaten up in their growing non-plan expenditure. I 9 view of this 
the States made a representation to the Centre that unless the 
additional resource mobilisation undertaken by them was 
allowed to be utilised for augmenting their plans, there could 
be little to enthuse the people to put up with the additional tax 
burden and it would be diflScult for the State governments to 
introduce measures of additional taxation and resource mobili- 
sation contemplated by them. After careful consideration of the 
matter, the Planrjing^ Commission requested the Ministry of 
Finance to extend special accommodation to such States as had 
non-plan gaps in their resources on the condition that the gap 
in the resources of the States would be contained and the States 
concerned would make an effort to increase their Plan outlays 
through additional resource mobilisation. This was accepted by 
the Central government. Since then the Centre has been making 
a transfer of resources to the State to fill up their non-plan gaps 
as well. But there was no corresponding increase in tax effort 
by the States to increase their plan outlays in the Third Plan. 

The dependence of the States on central financial assistance 
to finance their plan outlay had varied from 1 00 per cent in 
case of Jammu and Kashmir and Nagaland to 38.5 per cent in 
case of Maharashtra and 47 per cent in case of Gujarat. The 
complaint of the States of Gujarat and Maharashtra, l:;,owever, 
was that since they received relatively lower financial assistance 
to finance their plans, this virtually amounted to penalising 
efficiency. 

During the first three plans the allocation of resources from 
the Centre to the States for financing their five year plans was 
not determined on the basis of any objective criteria. The 
allocation was made by the Planning Commission largely on an 
ad hoc basis. 

Resources for the Fourth Five Year Plan 

The total development outlay for the public sector has been 
estimated at Rs. 16,487 crores out of which 12,898 crores was 
financed through domestic resources, 1066 crores through 
deficit financing and 2523 crores through external assistance. 
This means that 77.5 per cent of the expenditure was financed 
through domestic resources, 6.5 per cent through deficit 
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financing and 15 per cent through external assistanie. 

The outlay in the plans of the states was about Rs. 7000 
crores as against the proposed outlay in the Fourth Plan (Final) 
of Rs. 6606.4 crores. The outlay in the State Plans had been 
proposed to be financed to the extent of 47 per cent through the 
States’ own resources and the remaining 53 per cent through 
central financial assistance. The volume of financial assistance 
from the Centre for the financing of their plans diminished in 
the Fourth Plan as compared to that in the Third Plan. The 
following table indicates the extent of the financing of the State 
plans through central financial assistance as proposed in the 
Fourth Plan (Final): 


Table 5.2 


{amounts in crores of rupees) 


SL 

No, 

States 

Total 

outlay 

Central 

financial 

assistance 

As per cent 
of total 
outlay 

1. 

Andhra Pradesh 420.50 

240.0 

57.1 

2. 

Assam 

261.75 

220.0 

84.0 

3. 

Bihar 

531.28 

338.0 

63.6 

4. 

Gujarat 

455.00 

158.0 

34.7 

5. 

Haryana 

225.00 

78.5 

34.9 

6. 

Jammu & 





Kasb*mir 

158.40 

145.0 

91.5 

7. 

Kerala 

258.40 

175.0 

67.7 

8 . 

Madhya Pradesh 383.00 

262.0 

68.4 

9. 

Maharashtra 

898.12 

245.5 

27.3 

10. 

Mysore 

350.00 

173.0 

49.4 

11. 

Nagaland 

40.00 

35.0 

87.5 

12. 

Orissa 

222.60 

160.0 

71.9 

13. 

Punjab 

293.56 

101.0 

34.4 

14 

Rajasthan 

302.00 

220.0 

72.8 

15. 

Tamil Nadu 

519.36 

202.0 

38.9 

16. 

Uttar Pradesh 

965.00 

526.0 

54.5 

17. 

West Bengal 

322.50 

221.0 

68.5 


Total 

6606.47 

3500.0 

53.0 


Though the above figures indicate an improvement in the 
overall financial position of the states, the improvement was 
only of a marginal character. In case of some States, however. 
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the improv'ement was quite significant. In case of Maharashtra 
the dependence on central financial assistance ijpll from 38.5 
per cent in the Third Plan to 27.3 per cent in the Fourth and in 
case of Punjab from 52.9 per cent in the Third Plan to 34.4 per 
cent in the Fourth. But in case of some States the dependence 
actually increased. In case of Kerala it increased from 67 per 
cent in the Third Plan to 67.7 per cent in the Fourth, in case of 
Orissa from 61 per cent to 71.9 per cent and in case of West 
Bengal from 51.6 per cent to 68.5. per cent. 

The major portion of the Central Financial assistance to 
finance the State Plans was in the form of plan loans and it has 
been estimated that plan loans amounted to Rs. 2805 crores or 
80 per cent of the total central financial assistance with their 
concomitant effect of increasing the debt burden on the states. 

The improvement, however, does not seem to reflect any 
major attempt by the States to raise additional resources 
through exploitation of their revenue resources. In some cases 
there was a deterioration. The improvement was caused largely 
as a result of recommendations of the Fifth Finance Commis- 
sion which led to a significant increase in the total resources 
transferred to the States under shared taxes from Rs. 1196 
crores in the third plan to Rs. 4562 crores in the Fourth Plan 
which represented a four-fold increase while the plan outlays of 
the states in the Fourth Plan was approximately double of that 
in third plan. Besides the Centre transferred a total amount of 
Rs. 1948 crores as non plan grants and Rs. 3636 crores as non- 
plan loans to the States. Thus the total resources (net) transfer- 
red to the States was of the order of Rs. 11395 crores during 
the Fourth Plan and this did not include the assistance giving 
to the States for clearing their overdrafts with the Reserve 
Bank of India, 

The total picture, therefore, which emerged at the end of 
the Fourth Plan was not at all encouraging. Daring the Fourth 
Plan the Central Government, besides giving loans to States 
for plan and non-plan purposes like meeting relief expenditure 
on account of natural calamities, purchase of fertilizers, loans 
out of small savings collections and for tiding over way and 
means difficulties, also initiated, on the recommendation of the 
Fifth Finance Commission, a scheme of special accommodation 
beginning with 1969-70 to meet the overall non-plan gaps of 
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•some States. The amount of non-plan grants to States during 
the Fourth* Plan was of the order of Rs. 3636 crores. But it is 
these discretionary transfers which were not based on any 
objective criteria of allocation that became highly controversial 
subjects in inter-governmental financial relation in India in the 
recent years. 

During the Fourth Plan, the allocation of resources from 
the Centre to the States for financing their plans came to be 
determined on the basis of the Gadgil formula (after the name 
of late Prof. D.R. Gadgil, Deputy Chairman of the Planning 
Commission). This formula attempted to achieve a compromise 
between different criteria to redress the specific disabilities of 
states or to reward a relevant effort measured on an equitable 
basis. It gave 60 per cent weightage to population, 10 percent 
to per capita income of the State, 10 per cent for per capita tax 
effort and 10 per cent for continuing major irrigation and 
power schemes and 10 per cent to special problems of particular 
States. 

The Fifth Plan and Development Finance 

The Draft Fifth Plan had made a provision of Rs. 37250 
crores as the development outlay for the public sector, but in 
the revised plan the development outlay was fixed at Rs. 39303 
crores excluding provision for inventories. The budgetary 
resources of the Central and State governments were estimated 
to provide Rs. 32115 crores or 81.7 percent of the total 
resources required for financing -the plan. External assistance 
was to account for Rs. 5834 crores or 14.9 per cent of the out- 
lay and the balance of the plan outlay amounting to 3.4 per 
cent of the total was estimated to be met through deficit 
fi^nancing. 

The total development outlay of the States in the revised 
Fifth Plan was put at Rs. 18717 crores. Of this total amount 
Rs. 2848 crores was to be provided in terms of balance from 
current revenues at 1973-74 rates of taxation while the gross 
surplus of public enterprises was put at a negative figure of 
Rs. 703 crores because of substantial losses by State Electricity 
Boards in spite of tariff revisions by 12 State Electricity Boards. 
Other State enterprises such as States Road Transport 
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Corporations and State irrigation works also incurred losses. 
The States also benefited to the tune of Rs. 1000 crcres as their 
share in measures of additional resource mobilisation under- 
taken by the Centre in terms of additional tax measures. The 
Central assistance to finances the State plans was put at Rs. 
6000 crores representing one- third of the total outlay on the 
State Plans. This means that the dependence of the States to 
finance their plan outlays has progressively declined from 61 
per cent in the Third Plan to 53 per cent in the Fourth Plan 
and 33 per cent in the^Fifth Plan. 

During the Fifth Plan advance plan assistance was made 
to certain States by the Centre for meeting the gap in their 
resources for financing the inescapable requirements of Plan 
outlay in the core sectors. Further, advance Plan assistance 
was given for accelerating the implementation of selected irriga- 
tion and power projects in 1975-76. In accordance with the 
recommendations of the Sixth Finance Commission, advance 
plan assistance was also given for development works taken up 
by the states in connection with relief from natural calamities. 

A lumpsum allocation was made for Jammu and Kashmir, 
Assam and Nagaland under the Gadgil formula. Accordingly 
lumpsum allocations for the Fifth Plan period were made for 
these States and Himachal Pradesh, and other North Eastern 
States and Sikkim which became a State after the Gadgil 
formula was evolved. The balance of the Central assistance 
was distributed among the remaining States on the basis of up- 
dated calculations in terms of the Gadgil formula. 

The general pattern of Central assistance for financing the 
State Plans was, however, based on 30 per cent grant and 70 
per cent loans along with the liberalised pattern for hill States 
and hill and tribal areas. 

The allocation of Central assistance to finance the State 
plans, however, did not represent the true picture of the aggre- 
gate resource transfers to the states The Centre made non- 
plan grants amounting to Rs. 3286 during the first three years 
of the Fifth Plan which on an average amounted to Rs. 1 100 
crores per year which compared with the annual average for the 
Fourth Plan was much higher; the annual average for the 
Fourth Plan being Rs. 836 crores. Besides the Centre made 
non-plan loans to the States which during the first three years 
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of the plan amounted to more than Rs. ISOOcrores. These 
non-plan grants and loans represent purely discretionary 
resource transfers not based on any objective criterion and they 
have been very controversial issues in inter-Governmental 
financial relations in India. 

The improvement in the finances of the States reflected 
largely the financial impact of the resource transfers under the 
recommendations of the Sixth Finance Commission. According 
to the recommendations of the Sixth Finance Commission, 
accepted by the Central Government, tfiere was a larger 
devolution of resources from the Centre to the States than 
under these of the Fifth Finance Commission. The States 
benefited from the recommendations of the Sixth Finance 
Commission in two ways. Firstly, the Commission recommend- 
ed a substantial increase in transfer of resource from the Centre 
to the States, particularly in grants in-aid under Article 275 of 
the constitution for covering non-plan revenue deficits of states 
and for improvement in administrative and social services in 
some backward states where the level of these services was 
lower than the all- India average. Such grants-in-aid to states 
have been estimated to increase from Rs. 711 crores during the 
Fourth Plan to Rs. 2510 crores during the Fifth Plan. Second- 
ly the share of the states in the divisible pool of taxes was 
enlarged.* The estimated share of states in Central taxes and 
duties amounted to Rs. 7079 crores during the Fifth Plan 
period as compared with Rs. 4605 crores during the Fourth 
Plan period. Besides the Sixth Finance Commission which 
reviewed the non-plan capital gap of the States for the first 
time recommended consolidation of outstanding loans from 
the Centre and revision of terms of repayment as a result of 
which the States were expected to get a debt relief of Rs. 1970 
crores over a period of Five Years. Altogether the States were 
estimated to derive an additional benefit of Rs. 6263 crores 
over the Fifth Plan period. 

Development Finance for the Sixth Plan 

The draft Sixth Plan (1978-83) has proposed a total public 
sector outlay of Rs. 69,380 crores which represents 59.7 per 
cent of the total Plan outlay. The allocation of plan outlay 
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between the Central Plan and those of the States has not been 
worked out as }et. The National Development Council in its 
meeting held in March 1978, liow^ever, welcomed the larger 
role assigned to the State Governments in the Draft Plan by the 
Planning Commission in development planning and execution. 
This, therefore, calls for a change in fiscal arrangements since 
this would mean that the fiscal commitments of the States 
would increase in the financing of the Plan. The existing fiscal 
arrangements based on the Gadgil formula have been found to 
be inadequate and" unsatisfactory by the States. Besides the 
question has also been raised with regard to the financial res- 
ponsibilities for centrally sponsored scheme under the plan. 

The National Development Council, therefore, appointed 
a Committee under the chairmanship of Prof. D.T. Lakdawala, 
Deputy Chairman of the Planning Commission to go into the 
fiscal arrangements for the financing of the plan and also to 
review the Gadgil formula and the scope of the centrally spon- 
• sored schemes in the Plan. In the meantime the Seventh 
Finance Commission would be submitting its recommendations 
with regard to the allocation of shared taxes, grants under 
Article 275 of the constitution and non-plan gaps in the States’ 
finances during the Sixth Plan and other questions included in 
its terms of reference. The Committee, therefore, took into 
account the recommendations of the Seventh Finance Commis- 
sion before presenting its report to the next meeting of the 
National Development Council. 

A number of issues, however, have been raised with regard 
to the financing of the Plan and allocation of resources to the 
State. The States are extremely unhappy about the existing 
arrangement for allocation of central assistance to finance the 
State Plans under which 70 per cent of the assistance is given 
as loan which puts a burden on the finances of the States and 
this burden has been progressively increasing. They are, there- 
fore, in favour of the resource allocation being made in terms 
of larger allocation from shared taxes which would be free from 
such effects and would be compatible with their financial auto- 
nomy. The States, at the same time, have been demanding 
greater freedom to raise loans from the market to finance their 
development schemes. 

The Gadgil formula was based on achieving a compromise 
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between difficult criteria regarding allocation of resources 
among States*to finance their plan outlays from central financial 
assistance. The formula, however, has been regarded as ex- 
tremely crude in nature. On the one hand by giving weightage 
to population, per capita income and special problems of some 
States, it has attempted to correct inter-state disparities in levels 
of development. Thus the allocation of Plan resources from the 
Central government has been attempted to favour the less deve- 
lopment and comparatively backward States. The more deve- 
loped States, however, are unhappy becaase only 10 per cent 
weightage is given in the formula to per capita tax effort, 
though such States do not have, in all cases, the record of opti- 
mising resources through additional taxation even if they had 
the potential to do so. Some of them have the grievance that as 
a result of greater effect to mobilise resources from taxation, 
they have been deprived of having larger Central financial 
assistance to finance a plan of larger size. 

Another question which has also arisen in this regard is 
whether devolution of larger resources to States should be made 
within the existing constitutional framework or whether the 
constitution should be amended to assign more tax resources to 
the list of shared taxes among the Centre and the states. Under 
the existing constitutional arrangement only two major tax 
resources are npt shared between the Centre and the states; 
they being the corporation tax and customs duties. The major 
portion of the net proceeds of the divisible part of income tax 
is assigned among the States under the recommendations of 
the Finance Commissions. The States have put forward a 
strong case for distributing the proceeds of the corporation tax 
also among them, but the distribution of the proceeds from 
customs duties would raise enormous complications. 

It is, however, possible to make a larger devolution of 
resources to the states under the existing constitutional arrange- 
ments. This can be achieved by assigning to the states a share 
in a larger number of Central excise duties which now yield 
substantial revenues. The Seventh Finance Commission has 
realised the importance of this matter. By widening the number 
of excise duties the proceeds of which can be shared with the 
States, a greater buoyancy can be imported into the finances of 
the States. There are a number of important considerations 
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why devolution of resources to the States through shared taxes 
is preferable to devolution by grants. ^ 

It is, however, important to consider the question of the 
finances of the states in a proper perspective. Though the States 
are quite justified in pressing for larger flow of resources from 
the Centre, they should also optimise their efforts to utilise their 
tax potentials. There exists scope for augmenting the resources 
of the states for financing their plans. As the Planning Com- 
mission has pointed out, “the return from investments in 
Central and State enterprises, is at present below the fair return 
allowed when fixing prices for the private sector, and should 
therefore be raised by economies and price adjustments to a 
post-tax level of 10 per cent. Water and power rates will need 
upward revision in order to provide a reasonable return on the 
rising investments in these sectors. In view of the massive 
investments proposed to be made in agriculture and rural works 
of various kinds, earnest efforts must now be made to recover 
a. part of the increased rural income for re-investment in the 
public sector. In view of the evidence of unequal distribution 
of rural assets (especially land) the equitable way of doing this 
would be through appropriately structured taxes on agricultural 
income or progressive surcharges on land revenue. As regards 
taxation, , . , a part of the capital gains on developing urban 
land and property may be appropriated to the' State 
treasuries.”^^ 

The Draft Sixth Plan has envisaged that Rs. 13000 crores 
have to be mobilised by the Centre and the States by way of 
additional taxes and by raising the surpluses of their respective 
public enterprises. 
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6 


FISCAL IMPACT OF FEDERALISM 

IN INDIA 


The Impact of National Economic Planning on the 

Structure of Indian Public Finance 

The experience of the planning and implementation of a 
programme of planned development under the Five Year-Plans 
has amply demonstrated that under a federal structure of public 
finance in India, it has been possible not only to plan quite 
effectively a development policy on an integrated basis, but also 
to carry out that policy quite successfully and in accordance 
with a scheme of allocation of resources devised and modified 
by the Central planning authorities. Thus, the effective co- 
ordination in the development policy of the public sector as a 
whole, achieved under the Five-Year Plans, has tended to lead 
to the emergency of a much more unified structure of public 
finance in India. As a result, national planning, while proceed- 
ing largely through consultation has tended to widen the role of 
the Central Government for a number of reasons noted below: 

{a) The Central Government has undertaken to underwrite 
the implementation of the development plans of the public 
sector. This is amply borne out by the experience of the imple- 
mentation of the development plans of the States during the 
Five-Year Plans, when the implementation of their plans was 
not allov/ed by the Centre to be hindered owing to the lack of 
finance; and the impact of the widening budgetary deficits in 
the resouices of the States for financing their plans was trans- 
mitted to the Central budgets in the form of the Centre making 
a progressively larger transference of resources to the States in 
the form of loans and grants. Thus, the power of the purse has 
been one of the main instruments for the extension of Central 
control over the development policy of the States. 
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{b) National planning has determined, both for the Centre 
and the states, *the directions in which the available resources of 
the public sector may be used; and the Centre has developed the 
necessary institutional apparatus for seeing that the States dis- 
charge their part of the obligations as laid down in the Plan by 
the Central planning authorities. 

(c) Important new impulses and drives have emanated from 
the Centre and developed into nation-wide programmes. In 
some cases, part of the direction and finance has come from 
the Centre, but the execution has been wholly with the States, 
such as the ‘‘Grow More Food Campaign’', the National 
Malaria Eradication Programme, the Welfare of Backward 
Classes and the Community Development Projects, National 
Extension Service, etc. But the Community Projects and 
National Extension Service have been distinct in quality. They 
have called for finance and direction from the Centre, but their 
real meaning lay in the fact “every agency in the administration 
should work with and not merely for the people.”^ 

{d) The distribution of outlay proposed in the Five-Year 
Plans between the Central and the State governments was not a 
correct index of the schemes which should fall within the res- 
pective spheres of the Central and state governments in terms 
of the delimitation of functions envisaged in the Constitution. 
The Central multi-purpose schemes were really the schemes of 
the States; but in view of the inter-state territorial coverage of 
these projects, the exact distribution of their financial liability 
between the states concerned could not be foreseen in the initial 
stages; and so these schemes were included in the plan of the 
Centre. Besides, the provision in the First Plan for major 
irrigation and other local works, and five major irrigation and 
power projects, scarcity-affected areas, rehabilitation of displac- 
ed persons, basic and social education, industrial housing, etc., 
were shown as part of the development programme of the 
Central Government though they belonged to the states. With 
the progress of the Plan, the financial and operational responsi- 
bilities of the vStates in these schemes were worked out; and they 
have been implemented by them largely under the guidance 
of the Centre, and with the help of considerable volume of 
Central financial assistance. Thus, the initial political assump- 
tions in the context of which planning began in India have 
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become much less important; and national planning has tended 
to weaken considerably the lines of demarcatiofi between the 
Centre and the states. In place of the initial political assump- 
tion based upon formal distribution of powers and responsi- 
bilities, there has begun a transition to a faithful partnership in 
the process of planned development between the Centre and the 
States, and the States have begun conforming to the national 
pattern of social and economic development. 

The Impact of Central Finances on the Structure of 

Public Finance of the States 

As a result of the progressive expansion in the transference 
of resources from the Central Government to the states, especi- 
ally since the beginning of the post-war period, the federal 
structure of public finance in India has tended to undergo a 
fundamental transformation. The revenues of the Centre and of 
the states have tended to coalesce in an important manner, and 
any elasticity in Central revenues has tended to be felt in the 
state revenues also to a very substantial extent. Thus, the 
element of rigidity which used to characterise the revenue 
resources of the states, in the context of their expanding fiscal 
needs, has tended to become a phenomenon of diminishing 
importance. ^ 

Such a tremendous impact of the Central finances on the 
finances of the states has very great importance for a concerted 
fiscal policy, both from the point of view of accelerating the 
tempo of economic development as well as of promoting a 
counter* cyclical policy, because the Centre has acquired a large 
measure of control over the public expenditure policy of the 
States. 

During the period of post-W'ar planning, in spite of the 
failure of the Central Government to keep up its promise of 
underwriting the financial implementation of the development 
schemes of the States, 20.8 per cent of their aggregate develop- 
ment expenditure during 1946-51, and 20.9 per cent of their 
development expenditure during 1946-50 were financed through 
Central grants and loans respectively. The development grants 
constituted a very significant proportion of the total develop- 
ment finance of some of the backward and financially weaker 
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states such as AssaiUj East Punjab and Orissa. X very large 
proportioiiriPf the loans was for heavy capital expenditure on 
multi-purpose river valley projects. This was indicated by the 
large proportion of the total development expenditure of East 
Punjab and Orissa having been financed through the medium of 
Central loans on account of capital expenditure on the Bhakra- 
Nangal and the Hirakud projects situated in these states res- 
pectively. 

The process of planned economic development in the 
Indian economy during the Five-Year Plans has produced a 
number of fiscal effects which have fundamentally transferred 
the structure of Indian public finance in a number of other 
ways. Firstly, as the total public expenditures of the states 
increased in a much greater proportion to their own resources, 
they have been faced with increasing gaps in their resources 
which have been filled up through Central loans and grants. This 
has strengthened the process of fiscal centralisation and finan- 
cial dependence of the states on the Central resources so much 
so that in the opinion of some people they have been reduced 
to the position of municipalities. While the total expenditures 
of the states both on revenue and capital account amounted to 
Rs. 543.9 crores in 1951-52, they increased to Rs. 912 crores 
in 1955-56 at the end of the First Plan, to Rs. 1478.3 crores in 
1960-^1 at the end of the Second Plan, to Rs. 2823 crores in 
1965-66 at the end of the Third Plan and to Rs. 6701.1 crores 
at the end of the Fourth Plan in 1973-74. Thus the total public 
expenditures of the states increased 13*fold by the end of the 
Fourth Plan as compared to the beginning of the First Plan. But 
their own resources both tax revenues and non-tax revenues 
which amounted to Rs. 326.69 crores in 1951-52 increased to 
Rs. 2639.6 crores in 1973-74 at the end of the Fourth Plan. 
Thus, there was an increase of only a little above 8-fold in the 
states’ own resources. The gap in resources stood at Rs, 217.21 
crores in 1951-52, increasing to Rs. 4061.5 crores at the end of 
the Fourth Plan. 

The gap in the states’ resources has further widened in the 
Fifth Plan as indicated by the fact that the gap in Third Plan 
resources above was estimated at Rs. 6000 crores. 

In the year 1970-71 the States’ own tax revenues as a per 
cent of their total revenues at 1969-70 rates of taxation were 
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estimated as shown in Table 


6.1 


Table 6.1 


{Amounts in lakhs of rupees) 


State 

States^ Own 
Tax Revenues 
@ 

Total 

Revenues 

@ 

States’ Own Tax 
Revenues as a per 
cent of Total 
Revenues {1 as per 
cent of 2) 


1 

2 

3 

Andhra Pradesh ... 

12467 

23088 

54.0 

Assam 

2873 

30526 

27.3 

Bihar 

8220 

21870 

37.6 

Gujarat 

8964 

17939 

50,0 

Haryana 

Jammu and 

3624 

7502 

48.3 

Kashmir 

735 

5469 

13.4 

Kerala 

6451 

13942 

46.3 

Madhya Pradesh... 

7902 

21198 

37.3 

Maharashtra 

24161 

4v,780 

59.2 

Mysore 

9436 

mil 

48.7 

Nagaland 

24 

2713 

0.9 

Orissa 

nil 

10800 

25.7 

Punjab 

7351 

13590 

54.1 

Rajasthan 

5730 

15613 

36.6 • 

Tamil Nadu 

12778 

25248 

50.6 

Uttar Pradesh 

13457 

39042 

34.5 

West Bengal 

12900 

26609 

48.5 

Total ... 

139845 

315361 

44.3 


It will be seen from the above Table that the States’ ownl 
tax revenues amounted to only 44 per cent of their tota 
revenues in 1970-71; the total revenues included their share in 
shared taxes and Central grants as well their own non-tax re- 
venues, In the year 1970-71, however, the states’ own non-tax 
revenues were estimated at Rs. 539 crores or 27.8 per cent of 
their own revenue receipts or 17 per cent of their total revenues. 
Thus the total own tax and non-tax revenues of the States in 
that year amounted to 61 per cent of their total revenues, the 
difference having been made up by their share in shared taxes 
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and Central grants. These figures, however, do not mclude those 
of receipts on capital account. 

In 1973-74 at the end of the Fourth Plan, the total tax 
revenues of the states amounted to Rs. 2013.6 crores which 
worked out as 42.1 per cent of their total revenues and this was 
less than what it was in the beginning of the Plan. The total 
own tax and nontax revenues of the States in this year amoun- 
ted to Rs. 2639.6 crores which worked out as 54 per cent of 
the total revenues of the states. Thus the gap in their resources 
on revenues account had increased from 59 per cent in 1970-71 
to 46 per cent in 1973-74. 

This abundantly demonstrates that the resources of the 
States have not been adequately responsive to their needs as 
dictated by their growing expenditures determined by the logic 
of economic planning and development. 

Thus the result has been that an increasing proportion of 
the expenditures of the States has been financed through the 
allocation of resources from the Centre as indicated in 
Table 6.2. 

It appears from Table 6.2 that in 1951-52, 24.9 per cent of 
the total expenditure of the States was financed through resour- 
ces made available by the Centre, and by the end of the First 
Plan this increased to 38.9 per cent. This had increased to 41.4 
per cent at the end of the Second Plan, and during the Fourth 
Plan period as a whole resources made available by the Centre 
financed 41.5 per cent of the total expenditure of the States. 

Since the Third Plan, apart from plan grants and loans, 
non-plan grants and loans have also been made to the States 
from the Centre. The flow of resources has assumed three 
forms: (1) allocation from shared taxes, (2) grants under the 
recommendations of the Finance Commission and Planning 
Commission as well as non-plan grants which are purely dis- 
cretionary and (3) loans under the recommendations of the 
Planning Commission for financing State plans and non-plan 
loans which are discretionary. The share of the three com- 
ponents of resource flows has been shown in Table 6.3. 

The figures show a number of significant trends. By the 
end of the Third Plan the contribution of shared taxes has 
tended to decline, but significantly increased during the Fourth 
Plan as a result of the recommendations of the Fifth Finance 
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Commission! There has been wide variation in the relative 
importance of grants in the total resources, while th^ importance 
of loans tended to increase till the end of the Third Plan. It 
has, however, tended to decline during the Fourth Plan. 

Table 6.3 


(in per cent)' 


Year 

Shared taxes 

Grants 

Net loans 

Total 

1951-52 

38.5 , 

25.2 

36.3 

100.0 

1955-56 

22.5 

13.5 

64.0 

100.0 

1960-61 

28.1 

35.2 

36.7 

100.0 

1965-66 

23.6 

29.7 

46.7 

100.0 

1973-74 

46.0 

34.6 

19.4 

100.0 


The proportion of the flow of resources which has assumed 
the form of loans to States has produced very serious effects on 
their finances because of the burden involved. The indebted- 
ness of the States to the Centre has increased in the manner as 
shown in the Table 6.4. 


Table 6.4 
Debt position of States 

At the end of (in crore» of Rs.) 


195F52 

1955-56 

1960-61 

1965-66 

1968-69 

197:^74 

(a) Loans from the 238.54 

876.07 

2015.81 

4100.92 

5889 

8688 

Central Government (53.7) 

(71.0) 

(73.5) 

(74.5) 

(75.1) 

(74.7) 

(b) Total Debt 445.28 

1231.9+ 

2737.17 

5444.86 

7374 

12450 

(100.0) 

(100.0) 

(100.0) 

(100.0) 

(100.0) 

(100,0) 


(Figures in brackets indicate percentage) 


The above figures show that of the total loans borrowed by 
the states, the proportion of loans borrowed from the Central 
Government has occupied the major share in the total loans and 
this has tended to inciease. As a result of it the burden of debt 
repayment and payment of interest to the Centre has progres- 
sively increased. 

It has been estimated that interest on loans obtained from 
the Centre recorded an increase of 386.02 per cent from 
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Rs. 57.20 crores in 1960-61 to Rs. 278.50 crores’ in 1970-71. 
This iuteres;^ on loans from the Centre which accounted for 8.7 
per cent of the own revenue receipts of the states in 1960-61 
increased to 14.4 per cent in 1970-71. The average rate of 
interest on Central loans worked out to Rs. 4.6 per cent in 
1970-71 as against 2.8 per cent in 1960-61. Interest charges as 
a proportion of the States’ own revenues went up from 19.5 per 
cent in 1969-70 to 20.1 per cent in 1973-74 at the end of the 
Fourth Plan. Interest on loans from the Centre at Rs. 374 
crores at the end of the Fourth Plan accounted for 70.4 per 
cent of the total interest charges. 

Since the volume of loans from the Centre has tended to 
increase, the burden of debt repayment has also increased as 
indicated by the difference between the gross and net loans 
from the Centre as shown in Table 6.5. 

Table 6.5 


Loans {in crores of rupees) 



Gross 

Net 

Difference 

Total First Plan Period 
Total Second Plan 

719.7 

637.9 

81.8 

Period 

Total Third Plan 

1374.8 

1037.9 

336.9 

Period* 

Total Fourth Plan 

3101.4 

2151.2 

950.2 

Period 

6508.3 

2787.5 

3720.8 


It will be seen that during the Fourth Plan period the dif- 
ference between the gross and net amount was so large that 
repayments accounted for 57 per cent of the gross amount. Due 
to these reasons the States have been pressing for the rational- 
isation of their loans from the Centre and their adjustments. 
The question had been examined by the Sixth Finance Com- 
mission which recommended the consolidation of numerous 
central loans of diverse nature into a few specified categories to 
provide relief on a uniform basis to all states in respect of a 
large number of categories and discretionary relief in regard to 
other categories on the basis of certain principles. Block loans 
to states for State Plans, special accommodation loans, loans for 
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relief of distress caused by natural calamities, loans for clearing 
overdrafts and miscellaneous development loans wijre selected 
for discretionary treatment. These loans were consolidated as 
on March 31,1974 to be repaid in periods ranging between 15 
to 30 years with a moratorium towards repayment ranging from 
2 to 5 years for certain states. But, though these recommen- 
dations have given some relief to the states, they have not been 
able to solve the basic problems of the States’ debt position 
and policy. 

The burden of debt repayment and payment of interest 
charges on Central loans has created enormous problems for 
the finances of the states because the capital assets and public 
undertakings built up by the states with the help of such loans 
have not been yielding any net return. On the other hand, the 
states have been incurring huge losses on their operation. The 
overall losses on account of departmental undertakings of the 
states increased from Rs. 17.1 crores in the first year of the 
Fourth Plan to Rs. 85.1 crores in 1973-74 at the end of the 
Fourth Plan. The multipurpose river valley schemes and irriga- 
tion (commercial) projects have been showing substantial and 
increasing losses. The picture in this regard shown in Table 6.6 
is highly revealing. 


Table 6.6 

Net Contribution of Departmental Undertakings of Sta es 

(in crores of rupees) 


Item 

1969-70 

1970-71 

1971-72 

1972-73 

1973-74 

1. Forests 

2. Multi-purpose 

River Valley 

71.6 

71.2 

91.6 

89.7 

85.4 

Schemes 

3. Irrigation 

—31.5 

-41.1 

—49.7 

—52.7 

—55.6 

(Commercial) 

4. Electricity 

—66.5 

-81.7 

—91.3 

—99.2 

—112.7 

Schemes 

5. Road and Water 
Transport 

6.4 

3.7 

0,9 

0.8 

-0.1 

Schemes 

3.1 

2.4 

2.5 

A.l 

4.0 

6. Industries 

—0.5 

—2.6 

—3.7 

—1.2 

—0.6 

Net contribution — 17.1 
of Departmental 
undertakings. 

—51.8 

—54.4 

—64.4 

—85.1 
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Therefore an improvement in the finances of the states is 
closely bound up with an improvement in the financial per- 
formance of the public undertakings in the states sector. While 
the process of planned economic development has widened the 
size of the public sector enormously, the investments made in 
this sector especially in the sphere of the state governments 
have not been yielding a positive rate of return in most cases. 
Thus the problems of the States’ finances is a multi-dimensional 
one and it is difficult to suggest a cut and dried solution. 

The Fifth Plan Period 


During the Fifth Plan there was further deteiioration in the 
finances of the states as indicated by the larger gap between 
their own resources as shown in Table 6.7. 

Table 6.7 


{in crores of rupees) 



1974-75 

1975-76 

1976-77 

1977-78 

Own tax revenues of States 

2363.13 

3546.20 

3963.90 

4384.00 

Own non-tax revenues of States 

1220.16 

1574 37 

1819.48 

1972.86 

Total own revenues 

3584 29 

5120.57 

5783.38 

6366.86 

Total revenues 

5858.74 

7938.16 

8935.42 

9754.26 

Total gaftin revenues 

2274.45 

2817.59 

3152.04 

3397.40 


Thus the gap in their own resources and total resources of 
the states on revenue account has tended to widen and it was 
filled up by revenues derived from shared taxes and Central 
grants. If we take into account the total expenditures of the 
states on revenue account and their own resources the gap 
between the two was as indicated in Table 6.8 showing an 
increasing deficit and worsening resource position. 

Table 6.8 


(in crores of rupees) 



1974 75 

1975-76 

1976-77 

1917-78 

Total expenditures (on revenue 

5827.30 

6966.50 

8167.21 

9014.08 

account) 

Total own resources 

3584.29 

5120.57 

5783.38 

6356 86 

Difference 

2243.01 

1845 93 

2383.83 

2657.22 
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This is the picture of the state finances only on their 
revenue account. If, however, one takes into account the total 
picture on both revenue and capital accounts, the gap in the 
states resources was much larger. During the Fifth Plan, the 
dependence of the states on Central resources was further 
increased in view of the large rise in their plan and non-plan 
expenditures and the failure of their own resources to respond 
adequately to their growing needs (See Table 6.9). 


Table 6.9 

Transfer of Resources from the Centre during the Fifth Plan 

{in crores of rupees) 



1974-75 

1975-76 

1976-77 

1977-78 

Shared taxes 

1196 

1599 12 

1654.89 

1794.07 

Plan Grants 

1078 

1218.50 

1497.12 

1669.81 

Non-Plan Grants 


616.30 

804.07 

718.49 

Plan loans 

1034 

798.40 

862.26 

950.16 

Non-Plan loans 


495.90 

512.77 

510.60 

Total 

3308 

5028.23 

5341.11 

5643.13 


The larger transfer of resources from 1975-76 onwards 
reflects partly the impact of the Sixth Finance Commission on 
the finances of the states. Since a significant portion of the 
resources transferred was in the form of loans, it involved a 
burden on the states’ finances. The following were the figures 
of repayments of loans and payments of interest on Central 
loans by the states which indicate the burden on the states’ 
resources; (See Table 6.10). 

Table 6.10 


(in crores of rupees) 



1975-76 

1976-77 

1977-78 

Loan Repayments to the Centre 

16\J 

688.3 

621 0 

Interest on loans from the Centre 

445.71 

486.78 

513.83 


This had the effect of reducing the net transfer of resources 
to the states from the Centre. The net transfer^ of resources 
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from the Centre to the states doing this period, tWrefore, was 
Rs, 1305 crores (1975-76), Rs. 1814 crores (1976-77) and 
Rs. 1996 (1977-78). 

The question of the states’ indebtedness to the Centre was 
further examined by the Seventh Finance Commission which 
recommended substantial relief and this has been examined in 
Chapter 10 m full details. 
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INTER-STATE DISPARITIES iN THE 
RATE OF ECONOMIC DEVELOPMENT 


The measurement of inter state disparities in the rate of 
economic development would logically involve the calculation 
of per capita real income in each state as well as the estimate of 
the rate of capital formation in each state. But due to the lack 
of the necessary statistical data relating to national income and 
capital formation in each state, it is not possible to indicate in 
exact statistical terms the quantitative magnitudes of the exis- 
tence of inter state disparities m the rate of economic develop- 
ment in India. 

Dr. B. Natarajan, for the first time, attempted to make an 
estimate of the national income and of per capita income for 
each of the Part A States for tho year 1949-50.^ His estimate 
has revealed the existence of wide disparities in per capita 
income and so in the rate of economic development. 

But these estimates cannot be considered as reliable. Their 
unreliability springs from a number of factors. In the first 
place, they were based upon the estimates of national income 
for 1931 32 by Dr. V.K V. Rao,^ which were themselves based 
upon inadequate data. Secondly, they were drawn from Dr. 
Rao's estimate through ratios arbitrarily chosen and applied. 
National income figures for 1938-39 and 1948-49 were found 
out by raising Dr. Rao’s figures for 1931-32 with reference to 
the increase in the index number of wholesale prices with 1931- 
32 as the base, weighting them for increase in production dur- 
ing these periods Estimates of income for different states were 
worked out by ratios for each state compared to India as a 
whole under each of the three categories of income — agri- 
culture, industry, and tertiary. The ratio adopted for agriculture 
was based upon the criteria of (a) cultivated area, (b) popula- 
tion occupied in the exploitation of the surface of the earth, 
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(c) total yiejd of the principal crops and (d) livestock popula- 
tion. The unreliability of these estimates is amply borne out by 
the fact that according to these estimates per capita income for 
the Indian Union was computed at Rs. 228 for the year 1949-50 
at current prices, whereas the National Income Committee has 
computed the per capita income for the same year at Rs. 253.9 
at current prices.”^ 

The National Council of Applied Economic Research had 
estimated the per capita income of the states for 1960-61.^ 
Lefebers estimated the per capita income of states for the year 
1964-65. The census of 1971 also estimated the per capita in- 
come of states for 1971. If in terms of the per capita incomes 
of states for 1950-51, these figures of state per income be com- 
pared, the following picture of disparities in per capita income 
levels in the different states would appear as shown in Table 
7.1. 

The figures are highly revealing. They not only indicate the 
existence of wide disparities in income levels and levels of living 
in the different states but also that they have been growing at 
very different rates. In 1950'51 West Bengal had the highest per 
capita income, but it sank to the second position in 1960-61 
and to the fourth place in 1964-65 in rank. Punjab has had the 
highest rate of growth because it rose from the second position 
in 1950-51 to the first position in 1964-65 while Maharashtra 
has risen from the fourth position in 1950-51 to the first posi- 
tion in 1960-61 but sank to the second position in 1964-65. 
Assam which occupied the 5th rank in 1950-51 sank to eighth 
in 1964-65 indicating a slow rate of growth of its economy 
while Bihar continued to be at the fourteenth rank throughout. 
This, therefore, means that regional disparities had increased in 
this country despite three decades of planned development. If 
these figures be compared with those of 1971 a number of 
significant trends emerge. Firstly, the regional disparities have 
further widened. For example in 1950-51 the difference between 
the lowest per capita income (of Bihar) and the highest per 
capita income (West Bengal) was in the ratio of approximately 
2:5, but this difference was of a larger magnitude in 1971. In 
1971 the difference between per capita income of Orissa (Rs. 
325.0) and that of Punjab (Rs. 945) become approximately 1-3. 
Secondly, West-Bengal with the highest per capita income in 
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1950-51 sank to the ninth place in 1971 in course of twenty 
years while Punjab with the second rank in 1950-5l*rose to the 
first rank in 1971. Thirdly, the rates of growth of the different 


Table 7.1 


State 

Per capita Per capita 

income income 

(in Rs.) Rank (in Rs.) Rank 

• 

1950-^51 1960^61 

Per capita Per- 

income capi- 

(in Rs.) Rank ta 
inco- 
me 

(in Rs) 

1964-65 1971 

Rank 

1 

2 

i 

4 

5 

6 

7 

8 

9 

Andhra Hradesh 257.5 

9 

287 

10 

458 

5 

545 

1 

Assam 

334.6 

5 

333 

6 

394 

8 

545 

7 

Bibar 

180.6 

14 

221 

14 

292 

14 

402 , 

15 

Gujarat 

381.0 

3 

395 

4 

423 

3 

657 

4 

Haryana 

— 

— 

— 

— 

— 



788 

2 

Himachal 









Pradesh 







— 

. — 

563 

5 

Kerala 

303.9 

6 

315 

7 

391 

9 

526 

8 

Madhya Pradesh 235.8 

13 

285 

11 

378 

10 

554 

6 

Tamil Nadu 

24 L7 

12 

384 

5 

436 

7 

644 

5 

Maharashtra 

373.3 

4 

469 

1 

529 

2 

7/8 

3 

Manipur 


— 

— 

— 

— 

— 

476 

13 

Karnataka 

286.8 

7 

305 

8 

441 

6 

532 

8 

Orissa 

251.8 

11 

276 

12 

368 

12 

325 

16 

Punjab 

404.4 

2 

451 

3 

619 

1 

945 

1 

Rajastan 

257.3 

10 

267 

13 

365 

13 

488 

12 

Tripura 

— 

— 

— 

— 

— 


459 

14 

Uttar Pradesh 

270.0 

8 

297 

9 

374 

11 

504 

11 

West Bengal 

471,4 

1 

465 

2 

495 

4 

524 

9 

Jammu & 









Kashmir 

— 

— 

289 

10 

— 

— 

513 

10 

All India 

295.8 


335 


421,5 





(Figures for 1971 taken from Census of 1971) 


States have been very uneven, while the Punjab and Maha- 
rashtra have achieved the highest rate of growth as a result of 
which their per capita income more than doubled in this period, 
the rate of growth in Orissa has been the lowest and the growth 
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rate of its per capita in the period was only about 33 per cent 
in twenty years or 1 15 per cent per year. 

This means that the process of planned economic develop- 
ment in India, instead of achieving a balanced regional develop- 
ment, has accentuated the inter-regional disparities in develop- 
ment levels and levels of living. 

Factors leading to Inter-State Disparities in Develop- 
ment 

Inter-state disparities in the rate of development in a 
country like India with a continental geographical dimension 
would result from an uneven distribution of productive resour- 
ces, different levels of the utilisation of the potential resources, 
differences in the level of development of private enterprise and 
from a large number of noiveconomic factors, such as differen- 
ces in attitudes as well as uneven geographical and climatic 
conditions. In the context of the present study, it is neither 
possible nor relevant to go into an examination of all these 
factors. 

In a country where the public sector plays a very impor- 
tant part ia accelerating the rate of economic development, 
inter-sta-te disparities in the rate of development, (unless made 
up for by the compensatory development efforts of private 
enterprise) would emerge as a result of the uneven impact of 
the development plan of the public sector on the different 
states. In a federal structure of public finance, the development 
plan of the public sector tends to be divided into two sub- 
sectors, (^ 2 ) the plan of the Centre and {b) the plan of the states. 
Thus every region in the country tends to receive the impact of 
the development efforts of the plan of the Centre and of a 
particular state. 

Assuming that the Central plan of development is geared 
to the objective of raising the level of development in each 
state at the same rate, disparities in the rate of development 
in the different states would exist and might tend to widen be- 
cause of the varying impact of the development plans of the 
different states. If the development plan of the Centre has 
varying impacts on the rate of development in different states, 
it might make up for, or exaggerate the varying impacts of the 
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state plans on the rate of development of the different regions. 

Inter-regional disparities in per capita incomes are a func- 
tion of a number of factors. In the first place they can be ex- 
plained in terms of the economic sector thesis propounded by 
Colin Clark, This thesis has maintained that “Low real income 
per head is always associated with a low proportion of the 
working population engaged in tertiary production and a high 
percentage in primary production. ... A high average level of 
real income per head is always associated with a high propor- 
tion of the working population in tertiary industries.”® This 
thesis is essentially based on the assumption that at high income 
per capita there is a greater demand for tertiary products. 
This is because the income elasticity of demand for tertiary 
goods is higher than that for the goods of primary and 
secondary sectors, and the demand for tertiary products 
increases relatively more rapidly with economic progress. Thus 
the proportion of occupied labour force in tertiary production 
rises with economic progress. The thesis, therefore, is descrip- 
tive of the process of economic growth and differences in the 
state income levels in relation to industrial structure, pro- 
ductivity and the pattern of demand. In case of India it is 
found that in the states with higher per capita income a larger 
percentage of the working force is engaged in secondary and 
tertiary production and a lower percentage of the population 
is engaged in primary production. This is associated further 
with a higher productivity of labour in tertiary and secondary 
industries as compared with that in primary production. 

Secon^dly, the locational pattern of industrial development 
in India till the pre-plan period was very much influenced by 
the early pattern of railway construction and railway freight- 
rate policy which were not guided by considerations of the 
potentialities of industrial development in different parts of the 
country. These centres of industrial location, therefore, have 
attracted a considerable portion of industrialisation towards 
themselves because of conglomeration economies. Thus the 
Indian experience has been in comformity with Gunnar 
Myrdal’s thesis that “within broader limits, the attractive power 
today of a Centre of industrial and commercial expansion has 
a main origin in the historical accident and thereafter the ever 
increasing internal and external economies which sustained 
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their continuous grov^^th”. 

Thirdly^ it has also been found that as the development of 
the economy has progressed, the positive relationship between 
prosperity and the importance of the manufacturing sector has 
become more clear and strong. Levels of income have been 
strongly associated with the rate of increase in manufacturing 
output. This means that the process of industrialisation has 
proceeded at different rates in different states leading to magni- 
fy inter-regional imbalances. Further, the introduction of the 
mw technology into the agricultural Sector has augmented 
regional economic disparities. The propagation of the new 
technology in agricultural development has consisted in the use 
of high yielding varieties of seeds, fertilisers, irrigation, pesti- 
cides and farm machinery. The different states of the country 
have not been evenly benefited by the new technology of farm 
development because of differences in several factors such as 
regional differences in the size of holdings, tenure systems, 
technological and management factors, sociological factors and 
in infrastructural development such as electricity and transport 
and in natural resources like water which is a crucial determi- 
nant of the successful use of the new farm technology. Thus 
imbalances in regional development have occurred and magni- 
fied due to different rates of agricultural growth in dififerent 
states ^due to the fact that there have been differences in the 
use of new technology and the factors making for the success- 
ful use of the new technology of farm development. 

Besides, the operation of the term-lending institutions such 
as the Industrial Finance Corporation, the Industrial Develop- 
ment Bank, the Industrial Credit and Investment Corporation 
has benefited Maharashtra, West Bengal, Tamil Nadu and 
Gujarat to a very large extent. In the same way the operation 
of the commercial banking system has been leading to a larger 
concentration of bank finance in the highly developed states. 
Thus there has been a distinct tendency towards a concentra- 
tion of investments in the relatively more developed states. 

Last but not least, the operation of the system of public 
finance in the country has also contributed to the creation 
and aggravation of inter-state disparities. In a federal system 
of public finance there have operated in this country, two 
fiscal systems simultaneously on each state modifying t e 
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flow of resources from one state to another, affecting differently 
the rates of saving and investment and so the rates^^ of growth 
in each state. In the low income states, the per capita revenues 
and per capita expenditures of the government are smaller as 
compared to those in the high income states. Thus in the low 
income states, the level of public investment, infrastructural 
growth and standaid of administrative services are lower as 
compaied to those in the high income states. Thus in the high 
income states the process of what Myrdal calls, cumulative 
causation tends to ope'rate leading to a self-sustaining growth 
while the low income states are caught in the stationary equili- 
brium of underdevelopment; their growth rates being retarded 
by the ‘backwash’ effect. This condition of unevenness in 
growth rates and imbalances in development levels, however, 
can be corrected if the Federal Government, through its alloca- 
tion of resources among the different states seeks to make up 
for the differences in resources and levels of public expenditure 
and investments between the different states. 

Public Finance and Regional Growth in India 

In India, however, the uneveness in the levels of resources 
of the different states and their expenditures and investments 
has not been corrected through the central allocation of resour^ 
ces among the states so far. This can be indicated in terms of 
the trends in the per capita revenue and per capita expenditure 
of the states over the period of the five year plans. The Reserve 
Bank of India made a study of the trends in per capita expen- 
diture of the state over the period 1951-52 to 1965-66, the 
period of the three Five Year-Plans and the study revealed a 
number of significant trends in this regard as shown in the 
Table 7.2. 

It is fotlnd that at the beginning of the period under study 
the level of per capita expenditure was the highest in Mysore 
(Now Karnataka) at Rs. 19.0 followed by the erstwhile Bombay 
state (Rs. 15.7), West Bengal (Rs. 14.2) and Kerala (Rs. 14.1). 
It was the lowest in Orissa at Rs. 7.4. During the 15 years of 
the plan period the average per capita expenditure level for all 
the states increased more than threefold from Rs. 11.6 in 
1951-52 to Rs. 38.7 in 1965-66. The rate of increase was marked 
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Trends in Per Capita Expenditure —Current Prices 
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in states like Orissa (sixfold) and Assam, Madras, Punjab 
and Rajastan (fourfold). A small increase however, (about 205 
times) was observed in Bihar and Mysore. As a result, the 
inter-state per capita expenditure levels underwent significant 
changes over the period. For instance, in 1965-66 Assam, 
Orissa and Punjab ranked second, fourth, and first respectively 
in the level of per capita expenditure as against sixth, thirteenth 
and fifth respectively in 1951-52. Mysore which was first and 
West Bengal third in 1951-52 went down the list to the seventh 
and eighth positionVespectively. 

However, as the development expenditures of the states 
particularly those on physical capital have a direct bearing on 
the rates of economic growth, it is found that the per capita 
development expenditure of Punjab increased about sixfold, 
that of Bihar increased only threefold and of Orissa a little less 
than sevenfold. The level of per capita expenditure and develop- 
ment of human capital was the highest at Rs. 4.3 in Mysore 
followed by Bombay at Rs. 3.8 and Kerala Rs. 3."’, it was the 
lowest at Rs. 1.4 in Bihar and Orissa. During this period the per 
capita expenditure on this item increased three and seven times. 
The lowest increase being in Bombay and the highest in Orissa. 
As a result, states such as Bombay and West Bengal which 
ranked second and fourth respectively in 1951-52 in regard to 
the level of expenditure on development of human capftal went 
down to the seventh and tenth places respectively in 1965-66. 

As regards physical capital, the data shows that the per 
capita expenditure on this item was the highest at Rs. 6.8 in 
Mysore and lowest Rs. 1.7 in Rajasthan in 1951-52. Over the 
period, this expenditure increased between two times in the 
case of Mysore to six and a half times in Orissa, the highest per 
capita expenditure at Rs 18.6 being in Orissa and Assam and the 
lowest of Rs. 6.9 in Bihar. As a result Mysore which stood 
first in the level of per capita expenditure in 1951-52 lost its 
place in 1965-66 to Orissa and Assam which stood tenth and 
third respectively in 1951-52. Similarly Punjab which was 
ninth went up to the third position over the period. 

The data also indicates that there was a shift in favour of 
development expenditure in all the states, but it was greater in 
states like Punjab. If we correlate the rate of growth of per 
capita development expenditure to the rate of growth' of per 
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capita income significant results follow. As the per capita 
development expenditure of Punjab recorded the highest rate of 
increase, it led to the highest increase in per capita income of 
the state with the result that in 1971 the state had the highest 
per capita income. States like Oiissa recorded a significant 
increase in per capita development expenditure, but still the per 
capita income of the state was the lowest in 1971. This means 
that increase in per capita expenditure of the state was not 
enough to lead to a marked increase in the rate of economic 
growth so as to make up the deficiency in per capita income. 
In the case of Bihar the increase in per capita development 
expenditure, was much below that of the average development 
expenditure of all the states and therefore, the rate of growth 
in per capita income of the state was quite inadequate to enable 
the state to catch up the fast growing States in the race for eco- 
nomic development. 

The data also reveals a positive and high correlation co- 
efficient between the rate of growth of per capita development 
expenditure and rate of growth of per capita income but the 
acceleration m the rate of growth of per capita expenditure in 
the low-income states w'as not enough to bridge the gap in the 
per capita incomes of the states. We also find that there were 
significant differences in per capita development expenditures 
of the states in 1965 66, i.e., at the end of the Third Plan. 
Assam had the highest per capita development expenditure 
followed by Kerala a close second, and Punjab and Bihar had 
the lowest per capita development expenditure in 1965-66 which 
was nearly half of the all-India average. 

Thus the operation of the system of public finance in the 
country had much today with the emergence of disparities in 
the levels of development of the different states and this has not 
contributed to the narrowing of these disparities since the differ- 
ences in the per capita development expenditure between the 
more developed and less developed states w'ere as wide in 1965- 
6^ as in 1951-52. In 1951-52 the ratio between the per capita 
development expenditure of Bihar and Bombay was 4 : 7 and in 
1965-66 it was 1:2, i.e., greater than in 1951-52. In case of 
Orissa, however, it is found that the ratio between the per 
capita development expenditure of this state to that of Madras 
was 2 : 3 in 1951-52, and it stood at 1 : 1 in 1965-66 but still the 
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difference in per capita income of the two states became greater 
indicating that the erstwhile state of Bombay had a faster rate 
of economic development than that of Orissa. Thus the states 
with an earlier advantageous position in economic development 
have kept it up and that apart from the system of public finances 
other factors have also contributed to the higher rates of growth 
in the more developed states such as the conglomeration eco- 
nomies, infrastructural development and the role of dynamic 
entrepreneurship in the industrial' and commercial sectors. 

If we extend the analysis to cover the period of the Fourth 
Plan, the following picture as shown in Table 7.3 emerges with 
regard to the growth of per capita expenditure of the states. 


Table 7.3 

Growth in per capita Development Expendiure 

{in Rupees) 


State 

195F52 

Development 

197F72 

Development 

Andhra Pradesh 

6,0 

36.0 

Assam 

6.4 

55.8 

Bihar 

4.5 

25.0 

Gujarat 

7.6 

45.0 

Haryana 

5.1 

50.6 

Himachal Pradesh 


111.4 

Jammu and Kashmir 

— 

67.8 

Kerala 

7.2 

58.0 

Madhya Pradesh 

4.2 

33.0 

Maharashtra 

7.6 

45.4 

Tamil Nadu 

6.3 

50.1 

Karnataka 

ll.l 

51.1 

Orissa 

42 

40.7 

Punjab 

5.1 

59.0 

Rajasthan 

4.0 

40.9 

Uttar Pradesh 

4.1 

28.3 

West Bengal 

6.3 

38.5 


(Estimated on the basis of the population of States in 1971) 


It will be seen from the above Table that per capita deve- 
lopment expenditure increased about 12 times in Punjab with 
the result that this state had the highest rate of growth in per 
capita income. Next comes Haryana with 10 times growth in 
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per capita development expenditure and with per capita income 
next only to’Punjab in 1971. Orissa had more than ninefold 
increase in per capita development expenditure but had the 
lowest per capita income in 1971. Bihar had the lowest rate of 
increase in per capita development expenditure, thus accounting 
for the slow rate of growth in the per capita income of the state. 
In Uttar Pradesh the per capita development expenditure 
increased by sevenfold but still the per capita income did not 
catch up with that of Maharashtra, Haryana, and Punjab. The 
gap between the per capita income of Uttar Pradesh, Bihar and 
Orissa on the one hand and that of Punjab on the other 
widened in the period. 

The growth of development expenditure of the different 
states during the plan period has not been of a magnitude so as 
to produce an adequately equalising effect on their per capita 
income and level of growth. This would have involved a consi- 
derable stepping up of the development expenditure under the 
plans of the low^-income states. But this did not take place. It 
seems the Planning Commission was guided by the objective of 
maximisation of the rate of growth in the economy as a whole 
and, therefore, the resources tended to be concentrated at high 
growth Centres which lay in to high income States. Secondly 
the low-income states had administrative constraint in stepping 
up their development outlays apart from resources constraints, 
A larger development outlay involves organisational and 
administrative framework to implement it successfully and the 
low income states did not possess such a framework. This is 
indicated by the fact that most of the low income States had a 
large shortfall in their plan outlays and their financial per- 
formance was below the plan targets. This had the effect of 
slowing down their growth rates. Besides, it is not only the 
amount of financial outlay that is important in determining the 
rate of growth but also its effectiveness and the results achieved 
in terms of output growth. The low-income states have been 
operating under tremendous handicaps in this regard. Table 7.4 
indicates the growth in the development outlay of each state 
over the period 1951-52 to 1977-78, i.e., from the beginning of 
the First Plan to the last year of the Fifth Plan. 

The figures indicate that the rates of growth of the develop- 
ment expenditures of the states have shown very large 
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disparities. While the development expenditure of Punjab (in- 
cluding Haryana) increased about TO-fold in the period of 26 
years, that of Bihar increased by 25-fold only. Karnataka’s 
development expenditure also increased by 24*fold as a result of 


Table 7.4 


State 

195F52 

1965-66 

1977-78 

Andhra Pradesh 

1^8.78 

96.90 

713.85 

Assam 

.5.65 

50.92 

180.77 

Bihar 

17.61 

65.14 

450.06 

Gujarat 


62.68 

430.19 

(included in 




Maharashtra) 




Haryana (included 




in Punjab) 


10.55 

236.00 

Himachal 

— 

— 

98.32 

Jammu and Kasmir 

— 

16.53 

173.65 

Karnataka 

21.48 

68.14 

509.29 

Kerala 

9.76 

5637 

383.58 

Madhya Pradesh 

n.07 

72.38 

554.10 

Maharashtra 

36.86 

126 91 

930.92 

(including Gujarat) 




Manipur 


— 

43.97 

Meghalaya 

— 

— 

33.90 

Nagaland 

— 


.42.50 

Orissa 

6.06 

50.99 

315.17 

Punjab 

8.29 

65.94 

309.51 

(including Haryana) 



Rajasthan 

6.37 

54.10 

413.52 

Tamil Nadu 

19.05 

109,01 

499.85 

Uttar Pradesh 

26.09 

119.91 

929.43 

West Bengal 

16.65 

90.52 

576.54 


which the state went down in the level of development. The 
development expenditure of Maharashtra (including Gujarat) 
increased 40 times with the result that both Maharashtra and 
Gujarat have kept up their levels of development and per capita 
income. The development expenditure of Uttar Pradesh increas- 
ed by 44 times over the period with the result that the state 
forged ahead but could not catch the fast-growing states like 
Punjab and Haryana, The development expenditure of Assam 
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increased 32 times but this increase was not enough to enable 
the state to make up its deficiency in growth rate and per capita 
income* The^development expenditure of West Bengal increased 
only 22 times resulting in slowing down its growth rate and 
reducing the rank of the State in per capita income. The deve- 
lopment expenditure of Orissa, however, was stepped up by 52 
times representing the second largest increase in the rate of 
development expenditure after Punjab and Haryana but the 
state still lagged behind in per capita income and the level of 
development. 

The analysis, therefore, shows that 3evelopment expendi- 
ture of the low income states was not adequately stepped up 
to make up the deficiency in per capita incomes and levels of 
development. While the development expenditures of the high 
income states increased at a faster rate as compared to the low 
income ones, the disparities in levels of development and per 
capita income were magnified. But some of the high-income 
states such as West Bengal failed to step up their development 
expenditure to an extent adequate to keep them in the category 
of fast-growing states. Thus, there does not appear that a con- 
scious and adequate attempt was made to bring about an inter- 
regional balance in economic growth by correcting the inter- 
regional disparities in levels of develpment. These uneven rates 
of growth in development expenditures reflect the uneven 
availalJility of resources available to the different states. 

In the second year of the Third Plan the per capita 
resources available to the different States were as in Table 7.5. 

Table 7.5 


(in rupees) 


State 

(1962-63) 
Per Capita 
State Taxes 

Per Capita 
grant from 
the Centre 

Per Capita 
Tax revenues 

Total 

1 

2 

3 

4 

5 

Andhra Pradesh 

13.4 

5.8 

17.9 

23.70 

Assam 

12.1 

14.5 

17.8 

32.30 

Bihar 

7.6 

3.8 

11.8 

15.60 

Gujarat 

12.1 

6.1 

18.4 

24.50 

Jammu and Kashmir 8.5 

16.8 

20.2 

37.00 
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1 

2 

3 

4 

5 

Kerala 

15.2 

8.2 

20.2 0 

28.4 

Madhya Pradesh 

10.3 

5.1 

14.7 

19.8 

Tamil Nadu 

15.6 

4.1 

20.3 

24.4 

Maharashtra 

16.9 

3.9 

20.1 

24.0 

Karnataka 

12.2 

7.8 

26.7 

34 5 

Orissa 

7.4 

12.4 

12.9 

25.3 

Punjab 

14.0 

5.4 

19.6 

25.3 

Rajasthan 

12.0 

6.2 

16.6 

22.8 

Uttar Pradesh 

8.2 

3.8 

12.0 

15.8 

West Bengal 

15.1 

5.7 

16.7 

22.4 


The figures indicate wide disparities in the resources avail- 
able to the states. While Bihar and Orissa had per capita tax 
revenues amounting to Rs. 11.8 and Rs. 12.4 per capita, these 
are the two states with lowest per capita income but the grants 
to Bihar per capita were much lower as compared to those of 
Orissa. In the same way, Uttar Pradesh is one of the low- 
income states but the Central grants per capita to Uttar Pradesh 
were just equal to those of Bihar and less than those of Punjab, 
Gujarat and West Bengal. Thus the Central grants to states do 
not appear to have been guided by the objective of filling up 
the gaps of unevenness in the resources of the states. The gaps 
in the resources of the states persist still and they appear to 
have widened as indicated in Table 7.6. 

The following figures indicate that there have been wide 
dijSFerences in the per capita own tax revenues of the states 
ranging from Rs. 1.2 per capita in case of Tripura to Rs. 68.4 
per capita in case of the Punjab. These differences reflect the 
results of the tax efforts made by the different states to raise 
resources as well as differences in the taxable resources and 
potentials of the different states which are the products of their 
levels of economic development. If we take into account the 
amount of shared taxes allocated to the different states under 
the recommendation of the Finance Commission, it is found 
that differences in per capita tax revenues of the different states 
have persisted as compared to the figures for 1962-63. West 
Bengal’s figures for per capita grant for the year 1971-72 were 
high, largely because of financial assistance from the Centre on 
account of Bangladesh refugees. If this amount be reduced 
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from the tptal Central grants to the state, the figures would be 
much less. 

The per capita grants to States have ranged from Rs. 7.20 


Table 7.6 

Per capita Per capita Per capita Total 

own tax tax revenues grants from 
revenues Centre 


Andhra Pradesh 

Assam 

Bihar 

Gujarat 

Haryana 

Himachal 

Jammu & Kashmir 

Karnataka 

Kerala 

M.P. 

Maharashtra 

Manipur 

Meghalaya 

Nagaland 

Orissa 

Punjab 

Rajasthan 

Tamil Nadu 

Tripura 

Uttar Pradesh 

West Bengal 


31.8 

48.00 

22.3 

37.50 

15.5 

34.00 

47.0 

64.50 

51.5 

64.80 

24.0 

43.00 

17.0 

37.00 

39.0 

55.00 

33.5 

52.00 

22.7 

39,00 

54.5 

74.50 

7.1 

8.60 

2.4 

20.60 

10.2 

26.40 

15.8 

33.00 

68.4 

85.30 

25.6 

42.30 

46.6 

64.00 

1.2 

4.00 

17.7 

35.50 

32.7 

50.40 


12.5 

60.50 

37.5 

75.00 

7.20 

41.20 

10.0 

74.50 

12.17 

76.97 

75.30 

118.30 

80.90 

117.90 

9.50 

64.50 

13.25 

65.25 

9 50 

48.50 

9.00 

83.50 

103.30 

111.90 

258.20 

278.80 

520.20 

546.60 

20.20 

53.20 

15.40 

100.70 

16.40 

58 70 

8.90 

72.90 

100.90 

104.90 

7.20 

42.70 

38.50 

88.90 


These figures are for 1971*72. 


in case of Bihar and Uttar Pradesh to Rs. 520.20 in case of 
Nagaland in which the Central grants have been the main 
source of the finances of the state. In the same way in case of 
Himachal Pradesh, Jammu & Kashmir, Manipur, Meghalaya 
and Tripura the Central grants have been disproportionately 
large and have constituted the mainstay of the finances of these 
States. These are newly created States with very underdeveloped 
economies and the Central grants to them have been directed 
to give a boost to their economies and put them on the path of 
cumulative growth in order that they come at par with other 
states. Thus the Central grants have contained strong elements 
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of equalisation. But at the same time the per capita grants to 
the comparatively low income states of Bihar and Uttar 
Pradesh have been the lowest which seems to be a perverse 
element in the structure of Central grants. As a result the per 
capita revenue of these states have been the lowest leading to 
lower levels of growth and per capita income in them. Punjab 
and Haryana have some of the highest per capita revenues as a 
result of which they have been in the forefront of the race for 
economic development. 

It is not suggested in this study that the Central grants to 
the high-income states should have been so reduced as to slow 
down their growth rates to bring their per capita incomes at 
par with those of the low-income ones. This would have the 
effect of slowing down the rate of growth of the economy of 
the country as a whole. The contention of this study is that the 
low income states should have been allocated more resources 
to impart a greater element of dynamism in their economies. 

Thus, it can be concluded that the operation of the system 
of public finance in the country has not been sufficiently direct- 
ed to the achievement of the objective of inter-regional resource 
equalisation and balance in economic development. 
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ALLOCATION OF RESOURCES AMONG 
STATES THROUGH SHARED TAXES 


One of the important media of the transference of 
resources from the Centre to the states has been the allocation 
of the proceeds from taxes shared between the Centre and the 
states. Allocation of the proceeds from income tax among 
states was begun before the war in terms of the Niemeyer 
Award according to which 50 per cent of the proceeds was dis- 
tributed among the States. 

The main consideration that guided this scheme of alloca- 
tion of resources among individual states was to achieve 
“financial equilibrium, in the static sense and to end “the 
chronic state of deficit into which some of the states had fallen 
in the wake of the depression.”^ 

The Partition of the country in 1947 necessitated a re- 
adjustfhent of the scheme of allocation of income tax. But the 
basis of the re-allocation of income tax as determined by the 
Distribution of Revenues Order of March 1948, passed by the 
Government of India, did not undertake a revision of the 
Niemeyer Award in accordance with the criterion of correcting 
the inter-state disparities in resources. The essential character 
of the new arrangement was to determine the share released by 
the partitioned states on the basis of the Niemeyer formula. 
The share thus determined was pooled and redistributed among 
the states of the Indian Union according to their population; it 
being an addition to the basic Niemeyer percentage with a 
readjustment in favour of Assam just for the sake of rounding 
ojBT of figures. As the basis of redistribution was fundamentally 
within the framework of the Niemeyer Award, it did not result 
in tilting the scales in favour of the poorer States and inter-State 
fiscal disparities remained uncorrccted. 

Pending the setting up of a Finance Commission, as envisage 
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ed in the new Constitution, the Government of India appoint- 
ed Sri C.D. Deshmukh to make an adjustment in tt^e allocation 
of resources from the divisible pool of income tax among the 
states. But Deshmukh did not undertake, nor was he expected 
to, the examination of the entire problem de novo. He merely 
attempted to readjust the basis of allocation within the existing 
framework which had evolved since the Niemeyer Award. He 
limited himself to the determination of percentages released as 
a result of the partition and their allocation among the states in 
the Indian Union. Hcrattempted to estimate as nearly as possi- 
ble the percentages that might have been allotted by Sir Otto 
Niemeyer to part of the states now included in Pakistan, had 
they been in existence as separate states at that time. The per- 
centages thus determined were distributed by him largely on the 
basis of population, making minor adjustments for the purpose 
of rounding off and giving a small weightage in favour of the 
weaker states. 

In taking population as the basis of reallocation of the 
released percentages, Deshmukh was influenced by the consi- 
deration that giving weightage to the factor of collection would 
impart a still greater differential advantage to the states of 
Bombay and West Bengal in which the bulk of the collections 
was raised. But as he did not undertake a fundamental revision 
of the Niemeyer Award, the problem of inter-state fiscal dis- 
parity remained unresolved. The Deshmukh Award gave decid- 
ed advantage to the states of West Bengal and East Punjab 
whose shares were increased from 12 and 5 to 13.5 and 5,5 
respectively. The shares of Madras, U.P. and Bihar were 
reduced to make the additional percentage available to the 
divided states, whereas the share of Bombay, the most pros- 
perous of all the states, remained intact. 

Even from the point of view of population, the allocation 
made by the Deshmukh Award appears to have been ano- 
malous. The population of West Bengal (including the refugee 
population) and that of Bombay (excluding the populatiop of 
the merged states) were very nearly the same and though the 
collection of West Bengal was 34 per cent as compared with 
Bombay’s 42 per cent of aggregate divisible pool in 1948-49,^ 
the share of Bombay was fixed at more than 50 per cent larger 
(21 per cent, 13.5 per cent) than that of West Bengal. 
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% 

In so far as the Deshmukh Award emphasised the shoi t- 
term fiscal rfeeds of the divided states by increasing their shares 
at the cost of the backward states, it failed to consider the 
deficiency in the resources of the states of Assam, Bihar and 
Orissa. A belter arrangement would have been to meet the 
short-term fiscal needs of the divided state by grantdn-aid 
rather than by the devolution of more resources through 
increasing their share in the divisible pool of income tax. 

The Finance Commission of 1952 raised the share in the; net 
proceeds of income tax to be distributed Imong the States from 
50 per cent to 55 per cent; and in doing so, it tried to strike a 
compromise between the fiscal needs of the states and the 
financial stability of the Central Government. In accordance 
with the recommendation of the Finance Commission, the share 
of each state in the divisible pool of income tax was fixed in 
terms of 80 per cent on the basis of population and 20 per cent 
on the basis of collection. Therefore it differs from the earlier 
financial settlements in so far as by giving a much greater 
importance to the factor of population as “a broad measure of 
need”^ it emphasised the necessity of reducing the disparity in 
the resources of the states. 

A comparative anal} sis of the share of the Part A states 
under the different financial settlements, reveals that their share 
in the divisible pool of income tax, except that of Orissa, was 
diminished under the recommendation of the Finance Commis- 
sion, because the number of participants in the divisible pool 
had increased from 9 to 16 as a result of the federal financial 
integration of the former princely states. But this was offset, to 
some extent, by the inclusion in the divisible pool of the pro- 
ceeds of income tax raised in the former princely states. The 
divisible pool was also affected by the assignment of 2.75 per 
cent of the proceeds to Part C States, and also by the larger 
cost of collection resulting from the inclusion of the former 
Indian states into the scheme of federal finance. But it is signi- 
ficant to note that 83.75 per cent of the allocable proceeds 
among the states is shared by the Part A states and only 1 6.25 
per cent by the Part B states. 

It is necessary at this stage to assess the extent to which the 
financial arrangement evolved by the Finance Commission for 
the distribution of the divisible pool of income tax among the 
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States tended to remedy the disparity in the resources of the 
States as compared with the effects exercised 15y the earlier 
financial settlements. A comparison of this arrangement with 
arrangement that was made under the Niemeyer Award reveals 
that the increase in the importance of the factor of population 
under the recommendations of the Finance Commission tilted 
the scales, to some extent, in favour of the backward States. In 
the Niemeyer settlement, the exact quantitative weightage given 
to the factors of population and collection in the determination 
of the share of each State was not published, but it appears that 
the shares fixed were somewhat arbitrary; the guiding motive 
being the achievement of budgetary equilibrium in the strict 
sense, rather than that of the transference of comparatively 
larger resources to the backward States for raising the rate of 
their development. 


Table 8.1 

The Basis of the Determination of Share in the 
Niemeyer Award (An Estimate) 


State % of population 

in 1931 Census 

Yo of the total 
collection of 
States 

Half of 
i.2)+{3) 

Niemeyer 

Formula 

1 

2 

3 

4 

#5 

Assam 

3.4 

1.6 

2.5 

2 

Bihar 

15.6 

4.6 

10.1 

10 

Orissa 

— 

— 

— 

2 

Bombay 

8.5 

33.3 

20.9 

20 

M.P. 

6.0 

2.0 

4.3 

5 

Madras 

17.4 

13.5 

15.4 

15 

Punjab 

10.3 

7.0 

8.7 

8 

Bengal 

38.8 

27.4 

23.1 

20 

U.P. 

18.3 

9.0 

13.7 

15 


{Souce: Estimated from the Census of India, 1931, and All-India 
Income Reports and Returns by the Central Board of Revenue). 


In the Niemeyer Award, if 50 per cent of the share of each 
state would have been fixed on the basis of population, and 
50 per cent on the basis of collection, the share of each state 
would have been as indicated in column 4 of Table 8.1. But 
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to have been uniformly applied in the case of all States, because 
the figures ifi column 5 diverge from those in column 4; there 
being no uniform basis for this divergence. As a result, this 
scheme of allocation of resources among states tended to favour 
the states of Bombay and Bengal in which the bulk of the col- 
lections was raised and which possessed a comparatively larger 
taxable capacity than the other states, because of their higher 
level of development. Thus, the reason why the Niemeyer 
Award tended to magnify the disparity in the resources of the 
states is to be found in the fact that it ignored the greater fiscal 
needs of the backward states by designing a scheme of allo- 
cation which gave a very large weightage to the factor of col- 
lection which must be regarded as a mere accident in the context 
of a complex economic organisation. The subsequent financial 
settlements embodied in the Distribution of Revenues Order 
1948, and the Deshmukh Award, being largely within the 
framework of the Niemeyer Settlement, did not contribute to 
the remedying of the disparity in the resources of the states. 
This is borne out by a comparative analysis of the figures of 
per capita revenues derived by the States from income tax. 

An analysis of per capita revenue derived by Part A States 
from income tax in 1955-56 reveals that the per capita allo- 
cations to all the States except Bombay and West Bengal have 
been equalized for all practical purposes. Thus, the recom- 
mendation of the Finance Commission makes an important 
contribution towards the correction of disparities in the 
resources of the States in this regard. But it still imparts a 
differential fiscal advantage to the more developed states of 
Bombay and West Bengal. 

But the determination of the share of each state in the allo- 
cation of income tax to the extent of 20 per cent on the basis of 
collections tends not only to impart a differential advantage to 
the more prosperous states of Bombay and West Bengal, but 
also to introduce an arbitrary and quantitatively indeterminable 
element into the scheme evolved by the Finance Commission of 
1952. The Finance Commission, while recognising the arbitrary 
element in its scheme of allocation, appears to have fallen into 
the mistake of accepting it largely for the sake of evolving a 
formula of compromise dictated primarily by political 
considerations. 
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la the complex and inter dependent economy of the 
country, the contribution of a particular state to «the divisible 
pool of income tax cannot be established; and, therefore, the 
collection of income tax in a particular state cannot be accepted 
as a correct quantitative index of contribution of that state* 
The States of Bombay and West Bengal account for nearly 
three-quarters of the collections of income tax in the country 
and of these collections again about three-quarters are made 
within the cities of Bombay and Calcutta. ^ 

But the factor of collection is a mere accident, and the 
''bases of income-creation are far more diversified and widely 
spread over the country than the facts of collection would seem 
to suggest.”^ As the Expert Committee on the Financial Pro- 
visions of the Constitution put it, “Origin or locus of income is 
no doubt relevant, but in the complex industrial and commercial 
structure of modern times, where a single point of control often 
regulates a vast net-work of transactions, where the raw 
materials come from one place, are processed in another, manu- 
factured in a third, marketed wholesale in a fourth and ulti- 
mately sold in retail over a large area, the assignment (on the 
basis of origin) can only be empirical or arbitrary.”^ 

Large-scale enterprises in industry and trade are important 
contributory sources of income tax in the country.’ The fiscal 
and economic policies pursued by the Central Government with 
regard to the regulation of company operations, the develop- 
ment of the means of transport, tariffs, subsidies, freight rates 
and control and location of industries have an important 
bearing on the pattern and development of large-scale enter- 
prises in industry and trade. In these circumstances, the narrow 
parochial factor of collection cannot be accepted as a basis for 
determining the contribution of a particular state to the 
divisible pool of income tax; and as a result, it cannot serve as 
a satisfactory basis for the allocation of shared revenues among 
states. As the Finance Commission put it, “since the benefits 
which result in the growth of enterprises flow from policies 
pursued on the ground of national interest, there is every reason 
why national considerations should, in a large measure, 
influence the sharing of the proceeds of taxes on such 
enterprises.® 

There is some substance in the argument of the Finanqe 
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Commission that “there is all over the country a core of in- 
come, particularly in the range of personal and small business 
incomes, which could be treated as of local origin”. But in 
view of the difficulty to disentangle these constituents of 
income from others which emanate from factors operating over 
the entire economy, it may not be possible to measure them. 
Even the core of income in range of personal and small busi- 
ness incomes is powerfully influenced by the location of large- 
scale enterprises and business activities. 

Thus, the suggestion of the Finance Commission for treat- 
ing 20 per cent of the collection of income tax in each state as 
flowing from incomes of local origin appears to have been 
entirely arbitrary and is not verifiable through data for each 
State relating to national income accounts. 

Another important feature of the allocation of resources 
from shared taxes among states under the recommendations of 
the First Finance Commission was that 40 per cent of the net 
proceeds on excises levied on tobacco (including cigars, ciga- 
rettes, etc.), matches and vegetable products was distributed 
among the states since 1952-53. The Commission appears to 
have been quite justified in recommending the sharing of only 
those excises with the states which possessed a high yield and 
“a reasonable stability of yield and comparative immunity 
from fluctuations related to changes in customs tariffs,”^® 
because such excise alone would be successful in strengthening 
the financial resources of the States, and would avoid the 
elements of uncertainty and violent fluctuations from their 
revenue resources. 

The incidence of excise duties may be assumed to fall on 
consumption, and therefore, per capita consumption of com- 
modities taxed could be regarded as a satisfactory and equit- 
able basis for the distribution of excises among States. But due 
to the lack of statistics relating to consumption by different 
States, of commodities on which excises are levied, the Com- 
mission was not in a position to recommend per capita con- 
sumption as the basis of allocation of the proceeds from excis- 
es among the States. As a result, the share of each State in the 
proceeds from Union excises was fixed in proportion to its 
population according to the census of 1951. 

The basis of the finances of the states was further widened 
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by the allocation of proceeds from estate duty since 1954 55; 
an Estate Duty Act having been passed in the last part of 
the year 1953, levying an estate duty on agricultural and non- 
agricultural property; and some of the states having authorised 
the Centre to incorporate the taxation of agricultural property 
in the measure. 

The problems involved in the sharing of this tax are some- 
what simpler, because the Centre is not entitled to a share in 
it. But the question of allocation among states presents equally 
diflScult problems as those involved in the allocation of the 
divisible pool of income tax. 

According to the Constitution, the proceeds of the tax 
from agricultural property is situated. In the case of non-agri- 
cultural property, there may be conflict between the factors of 
location of property and of the residence of the deceased. 

In the absence of the basic data relating to sources and 
area of collection, and in view of a very limited experience of 
the working ot the Estate Duty Act, it was not found possible 
to lay down a satisfactory principle of allocation. Therefore, 
pending the recommendation of the Second Finance Commis- 
sion, a provisional distribution was worked out by the Central 
government allocating the proceeds on the same basis as the 
States’ share of income tax. As the collections of the duty 
have not been very large, distribution on this provisicrnal basis 
was not expected to make any significant difference to the 
finances of the individual states. 

A comparative analysis of per capita revenues derived by 
the State from all the shared taxes reveals that among the 
Part A States, Bombay and West Bengal continued to derive a 
differential advantage as regards the allocation of resources 
from shared taxes; though this differential advantage over the 
backward states has tended to be narrowed down to some 
extent under the scheme of allocation evolved by the Finance 
Commission and implemented since 1952-53. Among the Parf 
B States, Mysore, Saurashtra and Travancore-Cochin, have a 
differential advantage over the rest because in place of their 
share from the income tax and excises, they continued to 
receive revenue gap grants since 1950-51, under the scheme 
of federal integration embodied in Article 278 of the Consti- 
tution, 
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A comparative analysis of the per capita revenues of states 
excluding Central grants, reveals that in spite of the increasing 
importance of the revenues from shared taxes in the finances 
of the states, there remain wide disparities in per capita re- 
sources of the states; the backward states of Bihar, Orissa and 
Rajasthan having some of the lowest per capita revenues. 
Therefore, the conclusion may be drawn that the transference 
of resources to states through the medium of the allocation of 
proceeds from divisible taxes has not played a significant part, 
so far, in correcting the disparities in theirVesources. 

The Second Finance Commission 

Income Tax 

As regards the percentage of the net proceeds from income 
tax to be assigned to the states, all the states were unanimous 
in suggesting to the Commission an increase in this regard. 
Some states desired the inclusion of corporation tax in the 
divisible pool and some of them suggested the inclusion in the 
pool of the Central surcharge and the tax on Union emolu- 
ments and pensions. With regard to the principles of distri- 
bution of the states’ share, there was a wide divergence of 
opinion 5mong the States. 

As regards the determination of the share of the net pro- 
ceeds to be assigned to the states, the Finance Commission 
maintained that ‘‘income tax has ceased to be an expanding 
source of revenue it once was. Whi^e in future with the pro- 
gressive expansion of economic activity and plugging of tax 
evasion, there may be some improvement in the yield, it is 
unlikely that there will be any very large increase in the reve- 
nue from this tax. It is obvious tnat in the changing pattern of 
Union taxation, income tax cannot be a major factor in the 
devolution of further revenues to the States.”^ ^ But in view of 
the unanimous desire of the states, the Commission felt that 
some increase in the states’ share of this tax was justified, and 
therefore, after a careful review of the matter in all its aspects, 
it recommended that the percentage of the net proceeds assign- 
ed to the States should be raised from 55 to 60. The Commis- 
sion expressed its inability to consider the suggestions of the 
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States for the inclusion of corporation tax, the tax on Union 
emoluments and the surcharge of income tax levied for the 
purposes of the Union in the divisible pool as they were against 
the provisions of the Constitution. 

The Commission considered de novo all the claims put for- 
ward by the states for the distribution of their share in the 
divisible pool of income tax. It found itself in substantial agree- 
ment with the views of the first Finance Commission that such 
considerations as the proportion of the scheduled castes and 
tribes and backward classes in the population, the area of the 
state, its backwardness, etc., are not relevant to a scheme for 
the distribution of a tax. It also agreed with the opinion of the 
first Finance Commission, for the reasons given by it, that 
there is no legal basis for the claim of West Bengal that the 
Union is in some way required to return to the states the 
income tax attributable to them after retaining its share. 

The Commission considered the two principles, namely 
population and collection, on the basis of which the States’ 
share in the divisible pool was distributed in accordance with 
the recommendations of the first Finance Commission. The 
principle of population found the widest measure of support 
among the states, while collection was urged, in the main by the 
two industrially advanced states of Bombay and West Bengal. 
In all previous schemes of distribution, some weight \^^as given 
to the factor of collection but this was progressively reduced in 
favour of population and in the opinion of the Commission 
this was a move in the right direction. As the Report of the 
Second Finance Commission puts it, “Twenty years ago when 
income tax first came to be distributed, it could have been 
argued that the agricultural States had a substantial income 
from and an expanding source in, land revenue, which had to 
be balanced by giving a large share of income tax to the indus- 
trial and commercial states. Land revenue has now become a 
comparatively less important source in ail states. The growth of 
revenue from sales taxes, motor vehicles tax and other taxes 
like electricity duties and entertainment and passenger taxes to 
which the urban population makes a proportionately larger 
contribution, has created a situation in which the states, which 
are more urbanised and industrially developed, are in a finan- 
cially stronger position than those which are not so well 
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developed or urbanised. The main justification for giving a 
large share of income tax to the industrial states has, therefore, 
ceased to exist Considering that, in this country, income tax is 
paid by an infinitesimal portion of the population and the bulk 
of the tax arises out of business incomes which, in the con- 
text of the economic integration of the country and the dis- 
appearance of barriers to inter-state trade, is derived from the 
country as a whole, the principle of collection can no longer be 
considered an equitable basis of distribution. While, as pointed 
out by our predecessors, there may be a* case for weightage 
being given to collection in the restricted field of personal in- 
come tax, we have come to the conclusion that, taking all 
factors into account, collection should be completely abandon- 
ed in favour of population as the basis of distribution. This 
may result in a loss to a few States where collections are con- 
centrated and their revenue position should be safeguarded by. 
taking it into account in the overall devolution. As, however, 
we do not desire to cause a sudden break in the continuity, we 
propose that the distribution of the states’ share should be 10 
per cent on the basis of collection and 90 per cent on the basis 
of population. This should make it easy to complete, in due 
course the process of eliminating the factor of collection al- 
together and distributing the entire amount of the States’ share 
■on the basis of population.’’^^ 

The Commission adopted the population figures of the 
1951 Census as the only practical basis for determining the 
share of each state in the divisible pool to the extent to 
which population was regarded as a factor in distribution, and 
taking the factors of collection and population, the share of 
■each state was expressed as fixed percentage. The Commission 
further recommended that one per cent of the net proceeds of 
the income tax be prescribed as attributable to Union terri- 
tories; and sixty per cent of the net proceeds in any financial 
year of taxes on income other than agricultural income, except 
in so far as these proceeds represent proceeds attributable to 
Union territories or to taxes payable in respect of Union emo- 
luments, be assigned to the states. 

As a result of greater importance being given to the factor 
of population in the determination of the share of each State in 
-the divisible pool of income tax, the scales have been tilted 
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further in favour of the backward States and as a result, the dis- 
parity in the resources of the States has been still further reduced^ 

Union Excises 

As regards the division of the Union Excises, the second 
Finance Commission was of the opinion that when taxes on 
income have ceased to be an expanding source of revenue, any 
further substantial devolution of revenues to the States by shar- 
ing of taxes would “have to come from Union excises. The 
coverage and yield of these duties have expanded considerably 
in recent years. While in 1952-53, excise duties were levied on 
thirteen commodities giving a net yield of Rs. 83.03 crores, the 
number of commodities rose to twenty-nine with a total net 
yield of Rs. 259.057 crores in the budget of 1957-58. 

All the states asked for an increase in the number of com* 
modities the duties on which should be shared. As regards the 
states’ share of the divisible duties, Assam, Bihar, Bombay, 
Madras, Orissa, Punjab, Uttar Pradesh, West Bengal and 
Jammu and Kashmir suggested 50 per cent; Andhra Pradesh, 
Kerala and Madhya Pradesh 60 per cent; and Mysore and 
Rajasthan 70 per cent. Several suggestions were made about the 
principles of distribution of the shares allocated to the states. 
The Commission carefully considered the suggestion of,a num- 
ber of states that all excise duties should be shared and it 
came to the conclusion that for the time being it was neither 
necessary nor expedient to make such a sweeping change. But 
it felt it would be meeting the general wish of the states if the 
range was widened by increasing the number of duties to 
be shared. Therefore, it recommended that the three duties 
shared between the Union and the states according to tho 
recommendations of the first Finance Commission, viz., duties 
on matches, tobacco and vegetable products, should be added 
the duties on sugar, tea, coffee, paper and vegetable non-essen- 
tial oils. As to the states’ share of these duties, keeping in view 
the sum proposed to be transferred to the states from Union 
duties of excise in the overall scheme of devolution, it recom- 
mended as 25 per cent. The reduction in the share allocated to 
the states out of the duties on tobacco, vegetable products and 
matches would be more than made good by the widening of the- 
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range of divisible duties and each State would receive a larger 
sum from thi^ source. 

As regards the distribution of the states’ share of the 
divisible excises, the first Finance Commission had suggested 
that consumption of the taxed commodities could provide a 
suitable basis for distribution, but in the absence of any reliable 
data of consumption, it recommended, population as indicating 
the nearest measure of consumption. It had also suggested that 
arrangements should be made for the collection of statistics of 
consumption of the more important commodities subject to 
Union excises. As such statistics were not available even to the 
second Finance Commission, it was in no better position than 
the first. Therefore, it expressed the opinion that while it is 
possible to hold that consumption, if accurate data were avail- 
able, may provide a suitable basis of distribution, it must be 
borne in mind that distribution on the basis of consumption 
may operate in favour of the more urbanised states which are 
also in a position to raise substantial revenue from sales taxes 
on such consumption.^^ So the Commission felt it preferable to 
continue population as the sole basis of distribution. But as the 
practical effect of such distribution would be to place a few 
states in a more advantageous position in relation to the rest, 
it adopted the view that a small corrective should be applied in 
favour of the latter states. Therefore, it recommended that 90 
per cent of the states’ share of the divisible Union excise should 
be distributed on the basis of population, the balance of 10 per 
cent being used for adjustments. It also recommended that 25 
per cent of the net proceeds in any financial year of the Union 
duties of excise on matches, tobacco (including manufactured 
tobacco), vegetable products, tea, coffee, sugar, paper, and 
vegetable non-essential oils be paid to the States. 

Estate Duty 

With regard to the principles of distribution of Estate duty, 
a variety of suggestions were made by the states to the second 
Finance Commission. The Commission was of the view that 
estate duty being a tax on property, the basis of location should 
be the most appropriate principle of distribution. But it felt 
that it was not possible to apply this principle in the case of the 
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part relating to movable property, which might be included in 
an estate, and in respect of it some general principle such as 
population is inescapable. Therefore, it recommended: 

(1) That out of the net proceeds of the duty in any finan- 
cial year, a sum equal to one per cent be retained by 
the Union as proceeds attributable to Union territories; 

(2) the balance be apportioned between immovable pro- 
perty and other property in the ratio of the gross value 
of all such properties into assessment in that year; 

(3) the sum thus-apportioned to immovable property be 
distributed among the states in proportion to the gross 
value of the immovable porperty located in each State; 

(4) the sum apportioned to property other than immov- 
able property be distributed among the States in pro- 
portion of their population. 

On the basis of the above principles, the percentage share 
of each state was worked out by the Commission. 

Additional Duties of Excise 

In respect of the additional duties of excise, the Commis- 
sion was asked to make recommendations as to the principles 
which should govern the distribution of the net proceeds 
among the states and the amounts which should be assured to 
them as the income derived by them at that time from the levy 
of sales taxes on mill-made textiles, sugar and tobacco (includ- 
ing manufactured tobacco). 

The Commission first considered whether in determining 
the then existing income and formulating the principles of dis- 
tribution of the additional excise duties, it should take all the 
three commodities together or give separate figures for each. As 
the terms of reference gave no guidance to it in this respect, it 
made recommendations for the three commodities separately' 
and for all of them together, both in regard to the sums to be 
guaranteed and the distribution of the net proceeds. 

Turning to the determination of the amount of the then 
existing income assured to the states, it was urged by the States 
that this expression (present income) should be given a liberal 
interpretation so as to include prospective revenues likely to 
result from increase of rates for which legislation had been 
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passed or was likely to be passed m the near future. It was fur- 
ther claimed that the prospective yield in a full year of the 
centrally-levfed inter-state sales tax, which had come into force 
on 1st July, 1957, should be taken into account in the determi- 
nation of the then existing income. Some states even claimed 
that allowance should be made for the loss suffered by tax 
•evasion and the amounts that might become available to them 
through improvement in the machinery of collection. But the 
•Commission was unable to accept the claims for a wider inter- 
pretation of the expression ‘‘present income”, and it decided 
that “present income” for any State sfiould be the income 
which accrued to that state in the financial year 1956-57 from 
the levy of sales taxes on the three commodities mentioned 
above. 

As the additional duties of excise were to replace the sales 
taxes which are taxes on consumption, the Commission ex- 
plored the possibility of taking consumption as the basis for 
distribution. The National Development Council was also 
reported to have contemplated consumption as the basis. There- 
fore, the Commission made an attempt to estimate the State- 
wise consumption of the three commodities. The data avail- 
able to the Commission were the consumption figures of mill- 
made cotton textiles, sugar and certain forms of tobacco con- 
tained in the report of the fourth round of the National Sample 
Survey, the estimates prepared by the Textile Commissioner, 
the statistics of the clearance or off-take of sugar prepared by 
the sugar and vanaspati. The data of consumption of tobacco 
contained in the Report on the Marketing of Tobacco of the 
Agricultural Marketing Directorate, prepared on the basis of 
surveys and enquiries undertaken in 1950-51. The Commission 
compared the estimates prepared on the basis of these data 
with those supplied by the state governments and it felt that 
sales tax being generally a turn-over tax, most states were not 
in a position to supply accurate figures either of collection or 
of consumption and it was of the opinion that as there was a 
considerable margin of error in the figures of consumption thus 
arrived at, it would be wrong to distribute the additional duties 
of excise solely on the basis of distribution, it used popula- 
tion as a corrective. 

While sc me states supplied figures of collections, others 
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were not abie to do so as they had no separate figures, and 
therefore, they gave the Commission only estimates. It checked 
them in the light of the consumption figures v^Tiich it had 
computed according to the method explained atTove and the 
Commission believed that, on the whole, the figures of present 
income ‘"arrived at by it represented for each state the nearest 
possible approximation to their income from sales taxes on 
these three commodities during the financial year 1956-57.” 

The Commission felt that the net proceeds from additional 
duties of excise might be distributed in one of two ways. The 
guaranteed amounts bf “present income” might be made the 
first charge on the revenue from these additional duties, the 
balance being distributed among all states. Or, the net proceeds 
of these duties might be distributed independently of the 
guaranteed amounts, the Union making up the deficiency, if any 
that may arise in the case of any state. It came to the conclu- 
sion that the former method would be preferable as it would 
ensure for every state its guaranteed amounts plus some portion 
of any balance that might remain of the additional duties of 
excise; otherwise it might happen that while some states did not 
get from the distribution even the guaranteed amounts, others 
might receive sum in excess of the guarantee; in the former 
contingency, the Union would have to make good the deficiency. 
The Commission thought that while it might be reasonable to 
expect, that the proceeds of the additional excise duties would 
be greater than the total of the guaranteed amount, it did not 
see any justification for placing upon the Central revenues any 
burden arising out of the implementation of the guarantees. 

Therefore, it decided that out of the net proceeds of the 
additional duties, the guaranteed amounts should first be paid 
to the states and the balance be then distributed among them. 
It recommended that: 

(1) In respect of Union territories, 1 per cent of the net 
proceeds in any financial year of the additional duties 
of excise on each of the commodities, namely, mill- 
made textile, sugar and tobacco (including manufac- 
tured tobacco) be retained by the Union; 

(2) A sum equal to one and a quarter per cent of such net 
proceeds be paid to the State of Jammu and Kashmir; 

(3) Out of the balance of the net proceeds, i.e., after 
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deduction of the sums mentioned above, the following 
sums being the ‘‘present income” of thej states on 
acco*unt of sales taxes be paid to them: 


States 


Table 8.2 

(Rupees in lakhs) 

Mill-made Sugar Tobacco 

Textiles 


Andhra Pradesh 

120 

Assam 

40 

Bihar 

80 

Bombay 

600 

Kerala 

38 

Madhya Pradesh 

83 

Madras 

168 

Mysore 

48 

Orissa 

50 

Punjab 

95 

Rajasthan 

50 

Uttar Pradesh 

400 

West Bengal 

204 

Total 

1976 



75 

15 

30 

30 

20 

245 

115 

20 

37, 

40 

32 

60 

57 

25 

27 

20 

15 

50 

30 

25 

15 

112 

63 

36 

40 

718 

556 


(4) the remainder, if any, of the net proceeds be distributed 
in the percentage ratios applicable to each commodity as given 
in Table 8.3. 


Table 8.3 


Percentage 

State 

Mill-made 

textiles 

Sugar 

Tobacco 

Andhra Pradesh 

7.38 

6.65 

10.47 

Assam 

2.72 

2.55 

2.98 

, Bihar 

11.19 

8.20 

8.90 

Bombay 

16.46 

21.17 

17.41 

Kerala 

3.10 

3.03 

3.43 

Madhya Pradesh 

6.97 

7.67 

7.10 

Madras 

7.25 

7.43 

9.53 

Mysore 

4.98 

5.13 

5.58 

Orissa 

3.32 

2.87 

3.21 

Punjab 

5.56 

7.21 

4.36 

Rajasthan 

4.36 

4.81 

3.59 

Uttar Pradesh 

18.19 

15.63 

16.13 

West Bengal 

8.51 

8.65 

7.31 
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If, for the purposes of the guarantees and the distribution 
of the net proceeds the additional duties were^to betaken 
together, it recommended that in lieu of the sums^and percent- 
ages recommended according to the above, the sums guaranteed 
and payable to and the percentage shares of the States be as 
shown in Table 8.4. 


Table 8.4 


States 

Sum to be guaranteed 
{Rupees in lakhs') 

Percentage 

Andhra Pradesh 

235 

7.81 

Assam 

85 

2.73 

Bihar 

130 

10.94 

Bombay 

960 

17.52 

Kerala 

95 

3.15 

Madhya Pradesh 

155 

7.16 

Madras 

285 

7J4 

Mysore 

100 

5.18 

Orissa 

85 

3.20 

Punjab 

175 

5.71 

Rajasthan 

90 

4.32 

Uttar Pradesh 

575 

17.18 

West Bengal 

280 

8.31 

Total 

3250 



Tax on Railway Fares 

As regards the tax on railway fares, population, needs of 
states in addition to population and a number of other criteria 
were suggested by the states for determining the basis of 
distribution among them. The Commission felt that ‘‘the ideal 
method would be to split up the tax collected on each ticket 
according to the mileage of the routes lying in each State”. But 
this was found to be impracticable. The Commission was further 
of the opinion that “collection of passenger fares within a 
state will not reflect correctly the actual passenger travel within 
its limits on account of inter-state traflBc; distribution based on 
figures of such collections would also be unfair to the states 
through which traffic passes without originating and terminat- 
ing in them. The net proceeds due to passenger travel in a state 
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may, however, be determined with reasonable accuracy by allo- 
cating the passenger earnings among the states on the basis of 
the route mileage within each State, with due allowance for the 
wide variations in the density of traflBc between the various 
railway zones and as between the various gauges in each zone. 
Hence, if the earnings of each zonal railway are allocated by 
route mileage located in each $tate separately for each gauge, 
this would give as nearly as possible, an allocating of passenger 
travel in terms of passenger earnings. The distribution of the 
tax in the ratio of the earnings thus allocated will give to each 
state a share that will approximate closely to the actual passen- 
ger travel in it. 

The Commission took the figures of passenger earnings 
(exclusive of earnings of suburban services) for the last three 
years ending March 1956 for which actuals were available and 
worked out the shares of the States on the basis explained 
above. 

The Third Finance Commission 

General Approach 

The Third Finance Commission was constituted by a 
Presidential order on the 2nd December, 1960 under the Chair- 
manship of Shri Ashok Kumar Chanda and its recommenda- 
tions came into force with effect from the 1st April, 1962 for a 
period of four years. 

The general approach that this Finance Commission 
adopted was, in a large measure, similar to that adopted by the 
second Finance Commission. The Commission felt that the 
rate and function of the Finance Commission, as provided in 
the constitution as an independent body to make an assessment 
of the needs of the states as well as the measure of assistance to 
be afforded and the form in which this should be given, could 
no longer be realized fully due to the emergence of the Planning 
Commission as an apparatus of national planning.^^ As a 
prelude to the formulation of each five year plan the Planning 
Commission makes an assessment of resources required in their 
totality including these to be raised by the Union and the states, 
both by way of loan and by additional taxation and adjustment 
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of existing levels of taxes, foreign assistance and deficit 
financing. 

Based on this assessment, the size of the national plan is 
determined and is divided into components of industrial and 
social development, individually for the Union and each State 
Government and priorities are arranged. The overall planning 
embraces an examination and acceptance of the revenue and 
expenditure forecasts of the Union and the state governments; 
additional tax efforts to be made are similarly pre-determined 
as requisites of the fulfilment of the plan. In this background 
the Third Finance Commission realised that its role v^^as, at 
best, that of an agency to review the forecasts of revenue and 
expenditure submitted by the states and the acceptance of the 
revenue element of the plan as indicated by the Planning Com- 
mission for determining the quantum of devolution and grants-, 
in-aid to be made; and at worst, its function was merely to 
undertake an arithmetical exercise of devolution based on 
amounts of assistance for each State already settled by the 
Planning Commission to be made under different heads on the 
basis of certain principles to be prescribed. 

Thus the third Finance Commission felt like the second 
Finance Commission that there was an overlap of functions of 
the Planning and Finance Commissions and, therefore, this 
Finance Commission also urged the real need for effectively 
co-ordinating the work of the two Commissions. It emphasised 
the desirability of eliminating the necessity of making two 
separate assessments of the need of the States. Therefore, it 
recommended the acceptance of any of the two alternatives to 
remove the anomalous position. The first alternative suggested 
by it was to enlarge the functions of the Finance Commission 
to embrace total financial assistance to be afforded to the 
states, whether by way of loans or devolution of revenues, to 
enable them both to balance their budgets and to fulfil the 
prescribed targets of the Plans. This was considered by it to be 
in harmony with the spirit and even the express provisions of 
the Constitution. It also felt that as a result of it the Finance 
Commission’s recommendations would become more realistic 
because they would take account of the inter-dependence of 
capital and revenue expenditure in a planned programme. The 
second alternative suggested by it was to transform the 
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Planning Commission into a Finance Commission at the appro- 
priate tim^. But none of these alternatives suggested by the 
Finance Commission was accepted by the Union Government 
and the anomalous position persisted. 

The third Finance Commission drew pointed attention to 
some of the disturbing features emerging in the Indian Fiscal 
System. One such feature was, to which the states had also 
•drawn the attention of the Finance Commission, that their 
autonomy was being diluted not only by the prescription of 
detailed directions on subjects within the State list but also by 
unilateral financial decisions taken by the Union Government. 
The second feature was the increasing dependence of the States 
on Central Financial assistance arising partly out of the impact 
of committed expenditure of the completed plan projects and 
partly for other reasons. This increasing dependence was dilut- 
ing, on the one hand, the accountability of the State cabinets 
to their legislatures, and on the other, it was coming in the way 
of the development of a greater sense of responsibility in their 
administration. The increasing need for Central assistance, 
therefore, is not entirely a concomitant of planning; in many 
cases it is additionally attributable to ineffective expenditure 
control and laxity in fuller mobilisation of available resources 
under the existing arrangements. The cost of maintaining the 
completed schemes became automatically a charge on the reve- 
nues of the states, though many of these schemes did not pro- 
duce sufiicient revenues to meet their maintenance charges and 
so they added to the financial liabilities of the states. Therefore 
the Finance Commission suggested that the schemes which have 
been completed but have not become viable should become the 
first charge on the resources of the succeeding plan. This 
arrangement would provide, on the one hand, for a review of 
the working of the schemes, whether they are being efiBciently 
and economically administered and whether they are fulfilling 
the purposes for which they were designed, and on the other, 
make it possible to assess the extent to which the different 
states more endeavouring to balance their ‘normal’ budgets. 

Another disturbing feature pointed out by the commission 
was the lack of efficiency and economy in administration by the 
state and an allergy on their part to tap resources in the rural 
sector and a disinclination to make up the leeway in others. 
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This was because they were confident that their budgetary gap* 
would be fully covered by devolution of Union re,sources and. 
grants-in-aid. The unsound financial policies of a §tate not only 
effected its own development but had an impact on neigh- 
bouring states also. In the field of land revenue, sales tax and 
motor vehicles tax considerable disparities existed among the 
various states. 

In view of these disturbing features in the finances of the 
states, the third Finance Commission recommended the estab* 
lishment of an independent commission to assess the tax poten- 
tial of each state, to review its tax structure and to recommend 
rates under different heads of levies in the State list. In the 
context of the inadequacy and unreliability of the statistical and 
other materials, the Finance Commission was unable to assess- 
the relative eflSciency and performance of the difi'erent states 
and it was forced to make recommendations to cover the 
annual budgetary gaps of all the states, whether covered by 
normal growth of expenditure, the maintenance cost of com- 
pleted schemes and mounting interest charges or even by a 
measure of improvidence. 

Income tax 

With regard to the devolution of resources from the pK)ceeds- 
of income tax the Finance Commission adopted the view that 
in case of a divisible tax in which there was obligatory partici- 
pation between the Union and states, a sound maxim to adopt 
could be that participating governments, more particularly the' 
one responsible for levy and collection, should have a significant 
continuing interest in the yield of the tax. At the same time^ 
the commission took into account the views of the states for a 
larger share in the net proceeds of income. The states had 
pointed out that as a result of the charge brought about in the' 
income tax and by the Finance Act of 1959, the income ta^^ 
paid by companies was classified as comparative tax and thus- 
excluded from the pool of income tax so far available for distrir 
bution. Thus they had been deprived of an expanding source- 
of revenue to which they were constitutionally entitled. The 
states had, therefore, submitted before the commission to take 
into account at least such point of the corporation tax as wa^ 
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attributable to this yield, if not the entire tax. The states also 
pointed out .that surcharges levied on income tax should be 
merged in the t)asic rates because this would abate partly the 
impact of the loss sustained as this would indirectly bring with- 
in the pool of distribution an excluded amount. The Commis- 
sion, however, did not accede to these demands of the state 
governments since it thought they were beyond its terms of 
reference and were not in accordance with the provisions of the 
constitution. 

On a balance of all the arguments the* commission recom- 
mend that 66.66 per cent of the net proceeds of income tax in 
any financial year be distributed among the states. 

As regards the distribution of the divisible pool of income 
tax among the states, the Third Finance Commission adopted 
the criteria of the First Finance Commission that 80 per cent 
be distributed on the basis of population and 20 per cent on the 
basis of collection. It took the view that “while population 
should remain the main factor for the distribution of the net 
proceeds of income tax among the States, the factor of contri- 
bution should receive adequate recognition.”^® The industrial 
and urban states had urged before the commission that since a 
large amount of the tax was collected in their territory, they 
should have an incentive to enable them to maintain the 
environment which would preserve and promote industrial and 
trade activities. These states with large concentration of popu- 
lation had their own problems of law and order and larger 
demand for administrative and social services. Besides the 
unit cost of providing there services is larger in such areas. 
The First Finance Commission had argued that “there may be 
a case for weightage being given to collection in the restricted 
view of personal income tax” because there is all over the 
country a case of income, particularly in the range of personal 
and small business incomes, which could be treated as of local 
origin. The Third Finance Commission was convinced that this 
argument had force. Since taxes on income paid by companies 
were excluded from the divisible pool, a higher percentage than 
before of the total yield of income tax came to represent tax 
derived from incomes, of local origin. On there considerations, 
it gave a higher weightage to the factor of contribution in the 
distribution of income tax than that recommended by the 
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second Finance Commission. On the basis of the criteria of 
distribution evolved by it the Commission recOmmended the 
following share of each State in the divisible fool of income 
tax. (see Table 8.5). . 


Table 8.5 


State Percentage State Percentage 


Andhra Pradesh 

7.71 

Assam 

2.44 

Bihar 

9.33 

Gujarat 

4.78 

Jammu & Kashmir 

0.70 

Kerala 

3.55 

Madhya Pradesh 

6.41 

Madras 

8.13 


Maharashtra 

13.41 

Mysore 

5.13 

Orissa 

5.44 

Punjab 

4.49 

Rajasthan 

3.97 

Uttar Pradesh 

14.12 

West Bengal 

12.09 


Thus, it is clear that the scheme of allocation tilted thb 
scales in favour of the industrially developed states of Maha- 
rashtra and West Bengal. The recommendation of the third 
Finance Commission in so far as it gave a weightage of 20 per 
cent to collection was also not justified because in a national 
economy it is just arbitrary to argue that a certain percentage 
of the income arising in an area is of entirely local origin. On 
the other hand, the creation of national income is a function of 
the totality of conditions operating over the national economy 
as a whole and even local business and trade depends on the 
conditions prevailing in the national economy. Thus, it is not 
justified to assign any importance to the local factor in a 
question which is of national importance. The scheme of 
allocation, therefore, was guided more by compromise and a 
desire to satisfy the claims of the industrially advanced states 
rather than by a consideration of fiscal equity and sound 
economic reasoning. 

Union Excise Duties 

The Commission had three alternatives before it with 
regard to the distribution of the proceeds of Union excise 
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duties among states: (a) the distribution should cover the pro- 
ceeds of Union excise duties on articles of common consump- 
tion, (b) consumer goods and (c) all the commodities for the 
existing list. The Commission adopted the third alternative and 
recommended that 20 per cent of the net proceeds of Union 
excise duties on all commodities on which such duties were 
collected and the yield of which exceeded Rs. 50 lakhs in 1960- 
61 should be allocated to the states. The Commission took a 
number of factors into consideration while making this recom- 
mendation. It took into account the shrinkage in the divisible 
pool of income tax and the larger revenue gaps caused by the 
impact of committed expenditure of two successive five-year 
plans which had to be filled up. Besides the expansion of the 
range of commodities subjected to union excises from time to 
time and the increasing incidence of duty produced adverse 
effects on the levy and collection of sales tax by the states. Thus 
the two levies — in Union excise and state sales taxes — are inter- 
dependent making the entire proceeds of union excise duties 
divisible. Besides, sales taxes contributed the only flexible 
source of revenue available to the States and this flexibility was 
subject to restraint by the excise policy of the Union Govern- 
ment. The Commission was convinced that inadequacy of 
resources of the states was mainly attributable to the planning 
process and this inadequacy was going to be more pronounced 
with the completion of each successive plan. It felt that the 
viability of the states could best be secured by a larger devolu- 
tion of the union excise duties which was possible only by pro- 
viding for the participation of the state in the proceeds of all 
Union excise. It would also give a great deal of psychological 
satisfaction to the states and dissipate any suspicion that the 
Union was pursuing a policy of centralisation of resources. 

The share of each state in the distribution of Union excises 
was determined by it on the basis of population and it rejected 
consumption as the basis of population and it rejected consump- 
tion as the basis of distribution since reliable data of consump- 
tion were not available. But the more important consideration 
for rejecting consumption as the basis was that it would give 
advantage to the more urbanised and financially stronger 
States. The schedule of distribution was as indicated in 
Table 8.6. 
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Table 8,6 


State 

Percentage 

State 

Percentage 

Andhra Pradesh 

8.23 

Maharashtra 

5.73 

Assam 

4.73 

Mysore 

5.82 

Bihar 

11.56 

Orissa 

7.07 

Gujarat 

6.45 

Punjab 

6.71 

Jammu & Kashmir 

2.02 

Rajasthan 

5.93 

Kerala 

5.46 

Uttar Pradesh 

10.68 

Madhya Pradesh 

4.46 

West Bengal 

5.07 

Madras 

" 6.08 




Additional Duties of Excise 

In May 1957 the Government of India in consultation with 
the state governments decided that an additional duty of excise 
be levied on mill-made textiles, sugar and tobacco including 
manufactured tobacco, rayon or artificial silk fabrics and 
woollen fabrics in replacement of sales tax levied by the state 
governments and that the net proceeds should be distributed 
among them subject to the then income derived by each state 
being assured to it The Commission rejected the contention of 
the states to revise the guaranteed amounts because the rates of 
sales taxes had been revised by them since then. They also com- 
plained that they had lost over a period of years and they should 
be insulated against further future losses. The Commission felt 
that such an estimate was not practical on the basis of the 
available statistical material. The Commission, therefore, distri- 
buted the guaranteed amount of Rs. 32.54 crores among the 
states and the remaining amount was distributed, first, on the 
basis of the percentage increase in the collection of sales tax in 
each state since 1957-58 when the additional excise duties were 
imposed and then, on the basis of population. 


Estate Duty 

The Third Finance Commission left undisturbed the 
principles enunciated by the second Finance Commission for the 
distribution of its proceeds among the states. The percentages, 
however, as laid down by the second Commission were revised 
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on the basis 1961 Census. 

The revised percentages were as shown in Table 8.7. 


Table 8.7 


State 

Percentage 

State 

Percentage 

Andhra Pradesh 

8.34 

Maharashtra 

9.16 

Assam 

2.75 

Mysore 

5.46 

Bihar 

10.78 

Orissa 

4.08 

Gujarat 

4.78 

Punjah 

4.71 

Jammu & Kashmir 

0.83 

Rajasthan 

4.67 

Kerala 

3.92 

U.P. 

17.10 

M.P. 

7.51 

West Bengal 

8.11 

Madras 

7.80 




Ad-hoc Grant in lieu of Tax Railway Passenger Fares 


The Act imposing a tax on railway passenger fares was 
repeated after the Third Finance Commission had been consti- 
tuted. The Union government, however, decided to make the 
states an ad hoc grant for the period 1961*66 of Rs. 12.5 crores 
per year representing the average of the actual collections 
during the two years 1958-59 and 1959 60. The Commission, 
therefore, was asked to recommend the principle on which the 
ad hoc grant should be distributed among the states. The 
Finance Commission adopted the principle of compensation on 
which the grant should be distributed among the states to place 
them broadly on the same footing as before. The distribution 
•of the sum of Rs. 12.5 crores per year among the states was as 
ishown in Table 8.8. 


Table 8.8 


Rupees m crares 


Andhra Pradesh 

1.11 

Mysore 

0.56 

Assam 

0.34 

Orissa 

0.22 

Bihar 

1.17 

Punjab 

1.01 

Gujarat 

0.68 

Rajasthan 

0.85 

Kerala 

0.23 

Uttar Pradesh 

2.34 

Madhya Pradesh 

1.04 

West Bengal 

0.79 

Madras 

0.81 



Maharashtra 

1.35 
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Impact of tbe Recommendations on the States’ Finances 

The above recommendations of the Third Finance Commis- 
sion involved a much larger devolution of resources to the 
states as compared to the resources transferred to them 
under shared taxes in accordance with the recommendations of 
the Second Finance Commission. Table 8.9 indicates tax, estate 
duty and union excise duties for the period of four years from 
1962-63 to 1965-66. 





Table 

8.9 





1962^63 

1963^64 

1964-65 

1905-66 

Total 

1. 

Income tax 

95.20 

119.29 

123.77 

137.09 

475.35 

2. 

Union excise 124.91 
including addi- 
tional excise 
duties 

135.99 

127.34 

145,92 

534.16 

3. 

Estate duty 

3.88 

4.22 

6.78 

6.79 

21.67 

Total 

223.99 

259.50 

257 89 

289.80 

1031.18 


During the period of the Second Five Year Plan the entire 
revenues allocated to the state over the five year from 1956 to 
1961 over these heads were as follows: 

{In crores of Rupees} 

1. Income tax 377.2 

2. Union excise 242.0 

3. Estate duty 12.8 


632.0 


Thus over the four year period from 1962-66 the resources 
transferred under the above heads represented a little less than 
double the amount over the period of five years of the Second 
Plan. The increase, however, represented partly the buoyancy 
in Central tax revenues particularly from excises and partly the 
results of the recommendations of the Third Finance Commis-^ 
sion which brought all the Union excises existing at the time 
under the category of divisible revenues. 
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The Fourth Finance Commission 

General Approach 

The fourth Finance Commission was constituted in May 
1964 with Dr. P.V. Rajamaiiar as Chairman. Unlike the pre- 
vious three Finance Commissions the terms of reference of the 
fourth Finance Commission were as under in scope. The fourth 
Finance Commission was also called upon to study the com- 
bined incidence of union excise duties and sales taxes of states 
on production, consumption and export of articles, the duties 
on which are shared between the Centre and the states and to 
make adjustments in the states’ share of union excise duties in 
case the sales tax levied by a state excluded a certain level 
specified by the Commission. 

In its report, the Commission suggested that there should 
be greater co-ordination between the Centre and the states in 
common financial interests and for this it recommended the 
establishment of a permanent organisation in the Ministry of 
Finance for making a continuous study of and bringing up-to- 
date information on various matters required by the Finance 
Commission and the constitution of a competent body to study 
in depth the entire problem of indebtedness of states and allied 
aspects. 'The Commission also drew attention to the inadequacy 
and lack of uniformity of budgetary provisions of states for 
amortisation of market borrowings and recommended an en- 
quiry through a representative expert body for deciding the 
principle of a scheme of amortisation of public borrowings by 
states whose recommendations should form the basis on which 
all state governments might recense their expenditure forecast 
for the next five years. The Commission also expressed an 
opinion in favour of conducting a survey for assessing the 
soundness of the existing system of inter-governmental borrow- 
ing. But these recommendations of the Commission were not 
accepted by Union Government. 

As regards the assessment of the continued incidence of 
states’ sales tax and Union excise duties on production, con- 
sumption and export of commodities, the duties which were 
sharable with the states, the Commission observed that in the 
absence of commodity- wise detailed cost analysis studies as well 
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as data on effective incidence of sales tax and excise duties on 
the commodities, it was not possible to deterrrrine precisely 
the impact of any increase in these taxes on production, con- 
sumption or exports of such commodities. The Commission, 
therefore, came to the conclusion that for lack of adequate 
data for deterrnininig the combined incidence of the two taxes 
and their economic effects, the question 6f fixing the ceiling and 
deriving a formula for adjustment in the share of Union excise 
duties could not be considered. 

Income tax 

With regard to the allocation of the net proceeds of income 
tax to the states, the states submitted to the Commission that 
there was a case for a substantial increase in their share from 
the then existing level of 66.66 per cent. They argued that as 
a result of the change in the classification of the income tax 
payable by the companies since the Finance Act of 1959 the 
rate of growth of divisible pool of income tax had been ad- 
versely affected. Secondly, they also pointed out that while 
collections from the corporation tax had increased over six 
times in the last 12 years, the growth in the divisible pool of 
income tax had been less than 50 per cent. Thirdly, they also 
reiterated the view that during normal times there was no need 
for the levy of any surcharge exclusively for the Union and that 
in case a surcharge was levied, it should, as a matter of course, 
be managed with the basic rate of income tax after a period of 
three years. 

The Commission, after considering the view of the states 
as well as that of the Third Finance Commission and the fore- 
casts of collections of income tax revenues supplied by the 
Finance Ministry, come to the conclusion that some further 
increase in the states’ share was justified. It, therefore, recom- 
mended that 75 per cent of the divisible pool of income tax 
shall be assigned to the states for distribution among them. 

With regard to the distribution of states share’ among them- 
selves of the various factors as bases for distribution put for- 
ward by the states only two, namely, population and combina- 
tion were considered relevant in the opnion of the Commission. 
Further, the Commission was also of the opinion that feeling of 
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certainty and stability should be imparted as regards the princi- 
ple governing the distribution of income tax. Accordingly, it 
retained the formula recommended by the First and the Third 
Finance Commissions for determining the share of each state 
in the divisible pool of income tax, viz., 80 percent on the basis 
of population and 20 per cent on the basis of collection. The 
Commission also retained by applying the same principles of 
population and collection the share of Union territories in the 
divisible pool of income tax at 2.5 per cent. 

Union Excise Duties 

The Commission granted the Union excise duties then in 
force into six categories: (z) basic excise duties, (z7) Cesses or 
excise duties levied on certain items such as Copra, salt, iron 
ore, coal, oilseeds, dhoties, etc., under special Acts, the pro- 
ceeds of which are ear-marked for specified uses, {iii) additional 
excise duties in lieu of sales tax on sugar, tobacoo and textiles, 
(fv) additional excise duties on motor spirit, kerosene, refined 
diesel oils and vapourising oil, diesel oils not otherwise specified 
and furnace oil, (v) special excise duties on certain goods levied 
in the form of surcharges on basic duties and (W) regulatory 
duties. 

Th^ Commission recommended that all Union excise duties 
then levied except regulatory duties, special excises and duties 
and cesses earmarked for special purposes as also those might 
be levied in the next five years, should be shared between the 
Union and the states. As regards the share of the states in the 
distributable excises, the Commission fixed it at 20 per cent 
which, in effect, amounted to a distribution of 30 per cent if 
the Commission had confined itself to the net proceeds of the 
35 commodities recommended by the third Commission. 

In regard to the sharing of the proceeds from excise duty 
among states, the fourth Finance Commission made a depar- 
ture relating to the principle of distribution and recommended 
that the share of the states should be determined on the basis 
of 80 per cent on population and 20 per cent on economic and 
social backwardness as indicated by the per capita gross value 
of agricultural production, per capita value added by manu- 
facture, percentage of workers (as defined in the census to total 
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population). Thus, the Commission made a distinction between 
economic and social backwardness and its financial weekness 
because according to the Commission ‘‘it is possible that a State 
may be economically backward and poor in social service and 
yet it may have a comfortable position on revenue account”. 
The Commission was of the view that financial weakness as a 
criterion would be more appropriate in determining the grants 
than in allocating shared taxes. 

Additional E^cUe Duties in lieu of Sales Tax 

It has already been pointed out that from the inception of 
the scheme, the slates had been assured that each of them 
would get by way of its share an amount not less than the reve- 
nue realised by it in 1956-57 from the sales taxes on the speci- 
fied commodities. The Finance Commission was required to 
determine the basis for distribution of additional amounts over 
and above the guaranteed amounts. The Commission recom- 
mended that of the net proceeds of additional excise duties in 
lieu of sales tax from the years 1966-67 to 1970-71, one per 
cent be assigned to Union territories, 1.5 per cent to the State 
of Jammu and Kashmir, one-twentieth of one per cent to the 
State of Nagaland and of the balance (97.45 per cent) of the 
net proceeds, the guaranteed amount of Rs. 32.54 cror^ be set 
apart and the rest distributed on the basis of the population 
which sales tax revenue collections in each state bore to total 
sales tax revenues of all states over the years 1961-62 to 1963- 
64. The fourth Finance Commission differed with the third 
Finance Conmission in this regard and it considered that collec- 
tions of sales tax in a state are more direct indicator of the 
contribution made by each state to the divisible surplus than 
population. 

Estate Duty 

The fourth Finance Commission retained the principles 
governing the distribution of estate duty as recommended by 
the second Finance Commission and endorsed by the third 
except for raising the share of union territories from 1 per cent 
to 2 per cent after taking into account population and value of 
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immovable property assessed in these territories in the recent 
years. 


Grant in lieu of Taxes on Railway Fares 


The Commission did not suggest any change in the princi- 
ples governing the distribution of the grant among states pay- 
able under this head. However, in view of the fact that the 
period of the ad hoc grant in lieu of taxes on railway fares was 
to expire at the end of 1965-66 and the Railway Convention 
Committee’s recommendations about the future quantum of 
grant had not been received by them, the Commission recom- 
mended that the percentage share of each state be based on the 
latest available statistics of railway route length in each state 
and the annual Warnings from passenger traffic excluding sub- 
urban traffic for three years ending 1964. 

The recommendations of the fourth Finance Commission 
may be summarized in Table 8.10. 


Table 8.10 






Grant in 

Additional Duties 


Share 

Share of 

Share 

lieu of 

of Excise 

in lieu of 


of 

Union 

of 

tax in 

Sales Tax 


income 

Excise 

Estate Railway 

Income 

^DistrT~ 


tax 

Duties 

Duty 

passen^ 

to be 

bution 





ger 

assured 

of 





fares 


balance 

States* Shares 

75% 

20% 

98% 


97.45% 

1 

2 

3 

4 

5 

6 

7 

Distribution 

Per 

Per 

Per 

Per 

Lakhs of 

Per 


cent 

cent 

cent 

cent 

rupees 

cent 

Andhra Pradesh 

7.37 

7.77 

8.34 

9.05 

235.24 

lAl 

Assam 

2.44 

3.32 

2.75 

2.79 

85.08 

1.98 

Bihar 

9.04 

10.03 

10.76 

9.99 

130.16 

6.17 

Gujarat 

5.29 

4.80 

4.78 

7.11 

323.45 

7.43 

Jammu & Kashmir 

0.73 

2.26 

0.83 


— 



Kerala 

3.59 

4.16 

3.92 

1.85 

95.08 

5.65 

Madhya Pradesh 

6.47 

7.40 

7.50 

9.85 

155.17 

4.62 

Madras 

8.34 

7.18 

7.80 

5.81 

285.34 

11.13 

Maharashtra 

14.28 

8.23 

9.16 

8.98 

637.77 

19.87 

Mysore 

5.14 

5.41 

5.46 

3.98 

100.10 

5.21 
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/ 

2 

i 

4 

5 

6 

7 

Nagaland 

0.07 

2.21 

0.09 

O.Ol 

IS 

— 

Orissa 

3.40 

4.82 

4.07 

2.12 

85.10 

2.58 

Punjab 

4 36 

4.86 

4.70 

7.43 

175.19 

5.01 

Rajasthan 

3.97 

5.06 

6.67 

6.40 

90.10 

3.17 

Uttar Pradesh 

14.60 

14.98 

17.08 

18.23 

575.81 

7.83 

West Bengal 

10.91 

7.51 

8.09 

6.40 

280.41 

11.93 

3,254.00 


The Fifth Finance Commission 


The fifth Finance Commission was appointed in February 
1968 with Shri Mahavir Tyagi as Chairman. The Commission 
made an interim report in October 1968 and it submitted its 
final report on July 31, 1969. The terms of reference of this 
commission were wider than those of the earlier ones. Apart 
from the matters referred to the earlier commissions, this com- 
mission was required to examine and make recommendations 
in regard to the following: 

{a) The desirability or otherwise of maintaining the existing 
arrangements in regard to additional excise duties 
levied in lieu of Sales tax and the scope for extension 
of such arrangements to other items, 

{b) The scope for raising revenue (i) by levying thos^ taxes 
and duties enumerated in Article 269 of the Constitu- 
tion which are not levied at present, and (//) from 
other sources of revenue available to the States and, 

(c) The problem of unauthorised overdrafts of certain 
States with the Reserve Bank of India. 

The recommendations of the commission covered a period 
of five years from 1969-70 to 197?' 74. 

Income tax 

For the period 1969-74 to 1973-74, the Commission raised 
the share of Union territories in the net proceeds of income tax 
to 2.6 per cent. The Commission retained the States’ share in 
the divisible pool at 75 per cent. But the inclusion of advance 
tax collections enlarged the size of the divisible pool. The 
Commission considered de novo the principle governing the 
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distribution among states inter se of shares assigned to them. It 
gave 90 per c^nt weightage to population and 10 per cent to the 
factor of assessjnients in recommending the share of each state. 
This is what the second Finance Commission had also done. 
The Commission in this regard took into account the con- 
sideration of equity and the objective of securing a more 
balanced correspondence between needs and resources of states 
in widely varying circumstances and as a result raised the per- 
centage assigned to the factor of population to the same level 
as recommended by the second Finance Commission. In its 
view population was a general measure of need. 

The fifth Finance Commission, however, made a significant 
departure for the previous commissions in which it adopted 
assessments as a measure of contribution in place of collection 
adopted by the previous Commissions. In its opinion, collection 
as an index of contribution contained several drawbacks: it 
failed to make any allowance for incomes originating outside 
the states; and, moreover, in view of deductions at souice in 
respect of dividend and interest income etc., adoption of collec- 
tions as a basis tended to favour States being metropolitan and 
industrial centres. 

Union Excise Duties 

The Commission after taking into account the anticipated 
revenue resources and expenditure of the Government of India 
and the states during the period 1969-70 to 1973-74 recommend- 
ed the continuance of the States’ share in the Union (basic) 
excise duties at 20 per cent, the same as recommended by the 
third and fourth Finance Commissions. At the same time, the 
Commission somewhat enlarged the size of the divisible pool by 
recommending inclusive of the proceeds of special excise duties 
in the divisible pool for the two years 1972-73 and 1973-74. 
The proceeds of regulatory duties and duties and cesses levied 
under special Acts were however, kept out of the divisible 
pool. With regard to special excises, the Commission was of the 
opinion that if these duties were continued on a long-term 
basis, it would be desirable to include them in the divisible 
proceeds. At the same time, it did not consider it necessary to 
recommend inclusion of duties in the divisible pool for the first 
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three years from 1969-7ato 1971-72. The Commission, how- 
ever recommended inclusion of the special excise duties in the 
divisible pool for the last two years, i.e., 1972-?3 and 1973-74 
if such duties were continued till then. 

With regard to the distribution of the divisible pool of 
excises among the states the Commission was guided by the view 
that the main purpose of devolution was to augment the resour- 
ces of the states in an equitable manner to enable them to meet 
their growing needs. In its view, the needs of the states depend- 
ed mainly on the size of their population, their relative income, 
resources and levels of economic development. Therefore, it was 
not in favour of giving any weightage to the factor of contribu- 
tion since it did not consider it as an appropriate factor in distri- 
bution of tax that is shared on a discretionary basis. It did not 
consider consumption also as appropriate for this purpose since 
it would operate to the disadvantage of less urbanised states. 
The Commission considered that the distribution should be 
based mainly on population together with some criteria to 
take' into account lower potential for raising resources and 
relative backwardness in economic and social development of 
states. The Commission thought that the states with lower level 
of per capita income tended to have lower potential for raising 
resources and so were placed at a disadvantage as compared to 
the states with higher lavel of per capita income. 

Therefore, it assigned a weightage of 80 per cent to the 
factor of population and of the remaining 20 per cent, it 
recommended that two-thirds be distributed among states 
where per capita income was below the average per capita 
income of all states, the share of each state being determined 
in proportion to the shortfall of the states’ per capita income 
from all states’ average multiplied by the population of the 
state. The balance one-third (out of 20 per cent) was distributed 
among states on the basis of an integrated index of backward- 
ness. For w'orking out the index of backwardness, the Commis- 
sion considered six factors, viz., (/) scheduled tribes population, 
{ii) number of factory workers per lakh of population, (lii) net 
irrigated area per cultivators (fv) length of railways and surface 
roads per 100 square kilometres, (v) shortfall in number of 
school-going children as compared to those of school-going 
age, and (vz) number of hospital beds per 1000 population. 
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Additional Duties of Excise in Lieu of Sales Tax 

In additi»n to making recommendations on principles 
governing the distribution of the net proceeds of additional 
duties of excise, the Commission was required to examine the 
desirability or otherwise of maintaining the existing arrange- 
ments and the scope for extending such arrangements to other 
items or commodities. The Commission examined in detail the 
desirability of maintaining the existing system. The main 
grievances of the states against the scheme were that in the 
past the Government of India did not raise the rate of addi- 
tional excise duties although it had raised the basic excise duty 
rates and also that it imposed special excise duties on certain 
articles and, therefore, the existing scheme had deprived the 
states of a potential source of revenue. 

The Commission was impressed by the views expressed by 
the states. It found that between 1957-58 and 1967-68 revenues 
from basic and special excise duties on tobacco, sugar and tex- 
tile increased by more than 70 pei cent whereas those from 
additional excise duties on these items rose by 45 per cent during 
the same period. The Commission was also impressed by the 
fact that the rates of sales tax levied by some of the states on 
comparable items like kerosene, matches, tea, coffee, etc., were 
generally higher than the incidence of additional excise duties 
on tobacco, sugar and textiles and that if the states were free 
to levy sales tax on these items many of them would have been 
able to realise more tax revenues from the items than they actu- 
ally received from additional excise duties levied by the Union 
Government. The Commission, however, was convinced of the 
rationale of the scheme and its advantages. The Commission 
did not make recommendation in regard to the extension of 
the scheme to other items or commodities. The Commission, 
however, recommended that if the existing arrangements were 
to continue, the rates of duties should be made ad valorem as 
far as possible and should be revised periodically to secure 
reasonable incidence having regard to prevailing prices and 
general level of sales taxes on similar items levied by the 
States. 

The Commission raised the share attributable to union 
territories and Nagaland from 1 per cent and 0.05 per cent to 
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2.05 per cent and 0.09 per cent respectively but reduced the. 
share of Jammu and Kashmir from 1 .5 per cenj to 0.83 per 
cent. They were fixed on the basis of populatioi^ in place of 
earlier fixation which had been made on ad hoc basis. The fifth 
Finance Commission like the previous two Commissions was 
also not in favour of reopening the question of determining 
the guaranteed amounts. However, the guaranteed amount 
recommended by the Commission was lower by 0.54 crore as a 
result of reduction in the combined share of Punjab and 
Haryana following the inclusion of Chandigarh under union 
territories. 

In respsct of distribution of the excess over the guaranteed 
amount the fifth Finance Commission did not accept the view 
of the fourth Finance Commission because it felt that the factor 
of sales tax collection which was made the basis of distribution 
by the fourth Finance Commission had certain limitations in 
difference in rates from state to state, larger realisation in 
richer states on account of higher consumption of luxuries and 
semi-luxuries on which higher rates of sales tax were imposed. 
Although the Commission felt that consumption was theoreti- 
cally the best criterion for distribution, data available in this 
regard were not adequate. Thus consumption figures could not 
provide a satisfactory basis for distribution. Taking all factors 
into account, the commission came to the conclusion that the 
excess over the guaranteed amount should be distributed partly 
on the basis of sales tax collections (excluding inter-state sales 
tax) during the years 1965-66 to 1967-68, equal weightage being 
given to both the factors. 

Estate Duty 

The share of union territories in the net proceeds from 
estate duty was raised from 2 per cent to 3 per cent after taking 
into account the increase in the population of these territories 
consequent on the inclusion of Chandigarh as well as the gross 
value of immovable effects located therein and brought into 
assessment in the five years ending 1966-67. The principles 
governing the distribution of the balance among States remain- 
ed the same as recommended by the earlier Commission. 
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Grant in Lieu of Tax on Railway Passenger Fares 

In regard tm allocation among states of the grant in lieu of 
tax on railway passenger fares also the principles remained the 
same as recommended by the fourth Commission. 

Summary 

The following is the summary of the recommendations of 
the fifth Finance Commission with regard"^ to resource alloca- 
tion out of shared and assigned taxes among the States (See 
Table 8.11). 


Table 8.11 


States 

Share in 
income 

tax 

(per 

cent) 

Share in 

Share in additional 
union excise Rate 

excises duties (per 

(per Guaranteed cent) 
cent) amount 

( Rs. in 
lakhs) 

Estate 

duty 

{per 

cent) 

Grant in 
lieu of 
tax on 

passen- 
ger fares 
(per 
cent) 

Andhra Pi;adesh 

8.01 

7.77 

235.24 

7.42 

8.37 

8.:>6 

Assam 

2.67 

3.32 

85.08 

1.98 

2.76 

2.88 

Bihar 

9.99 

10.03 

130.16 

6.17 

10.80 

10.86 

Gujarat 

5.13 

4.80 

232.45 

7.43 

4.80 

6.91 

Haryana 

1.73 

1.49 

65.49 

- 

1.76 

2.46 

Jammu & Kashmir 0.79 

1.12 



0.83 

0.01 

Kerala 

3.83 

4.28 

95.08 

3.65 

3.93 

1.78 

Madhya Pradesh 

7.09 

8.48 

155.17 

4.62 

7.53 

9.92 

Maharashtra 

11.34 

7.93 

637.77 

19,87 

9.20 

9.12 

Mysore 

5.40 

4.65 

100.10 

5.21 

5.48 

3.83 

Orissa 

3.75 

4.72 

85.10 

2.58 

4.08 

2.36 

Punjab 

2.55 

2.12 

96.07 

5.01 

2 59 

4.76 





(including Haryana and 





Chandigarh 

Rajasthan 

4.34 

5.28 

90.10 

3.17 

4.68 

6.43 

Tamil Nadu 

8.18 

6.50 

285.34 

11.13 

7.83 

5.54 

Uttar Pradesh 

16.01 

18.82 

575.81 

7.83 

17.15 

19.06 

West Bengal 

9.11 

6.84 

280.41 

11.93 

8.12 

5.51 

Nagaland 

0.08 

0.08 


— 

0.09 

0.01 
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The Sixth Finance Commission 

c 

The sixth Commission was constituted by^a Presidential 
order dated the 28th June 1972 with Shri K. Brahmanand 
Reddy as Chairman. Its recommendations covered the financial 
years from 1974-75 to 1978-79. The terms of reference of this 
Commission were much wider than those of the earlier Finance 
Commissions. Apart from the matters referred to the earlier 
commissions, this commission was to make the assessment of 
the non-plan capital gap of the states on a uniform and com- 
parable basis for the above five years. In the light of such an 
assessment, the Commission had to undertake a general review 
of the states’ debt position with particular reference to the 
Central loans advanced to them and likely to be outstanding as 
at the end of 1973-74 and suggest changes in the existing terms 
of repayment having regard to the overall non-plan gap of the 
States, their relative position and the purposes for which the 
loans had been utilised and the requirements of the Centre. 
The Commission had also to review the policy and arrange- 
ments in regard to the financing of relief expenditure by the 
states afforded by natural calamities and examine the feasibility 
of establishing a National Fund to which the Central and State 
governments might contribute a percentage of their revenue 
receipts. 

Indicating its general approach to leading issues of 
current interest in the sphere of fiscal relations between 
the Union and the states, the Commission thought it more 
purposeful to confine itself to delivering certain directions in 
which new initiatives needed to be attempted without disturb- 
ing too violently the delicate framework painstakingly worked 
since the introduction of the Constitution. The Commission 
maintained that the financial provisions embodied in the 
Constitution give enough room for reconciling such conflicts 
of interest as might arise from time to time between the Union 
and the constituent units. The Commission was not convinced 
with the soundness of the argument that the revenue resources 
of the states have been less elastic than those of the Union 
because if the resources transferred through sharable taxes be 
included, the States’ tax revenues have increased faster than 
the tax revenues of the Centre. Besides if the States had been 
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less reluctant to tap the rural sector and secured reasonable 
rates of returi^ on investments in irrigation and power projects, 
the states’ revej^ues would have increased at a faster rate. In 
its view the difficulties which have been experienced from time 
to time in the field of Centre-State financial relations are not 
due primarily to the particular pattern of distribution of resour- 
es as laid down in the Constitution but because of the fact that 
the rate of growth of the economy has not been fast enough to 
meet the raising expectations of the people and the potentials 
for resource mobilisation have not beei: fully explained. The 
Commission also drew attention to the problems of tax arrears, 
tax avoidance and evasion and their solution constituted a basis 
for an ending solution of the problems of Centre-State financial 
relation. An achievement of a high level of efficiency in fiscal 
administration and management also constituted an important 
aspect of the solution of the problem. 

The Commission thought that it would be more appropriate 
to view the problem as one of distribution of available resour- 
ces as between the subjects falling constitutionally within the 
competence of the Centre and the States rather than to regard 
it in terms of distribution between the Centre and the State. 

Income Tax 

» 

The Commission took note of the viewpoints of the states 
for a larger devolution of resources and it suggested that the 
question of borrowing corporation tax in the divisible pool be 
brought for examination before the National Development 
Council. In its view there was no reason to apprehend that the 
inclusion of corporation tax in the list of sharable taxes would 
upset seriously the relative balance between Central and state 
resources. The States’ share of the combined divisible pool of 
income tax and corporation tax could be fixed at a suitably 
lower level that took note of the essential needs of the Centre. 

The Commission in the meantime recommended that the 
States’ share of the net proceeds of income tax be raised from 
75 to 80 per cent for the period covered by its award. In doing 
so it took into consideration a number of factors. Like the 
previous Commissions this was also of the view that the Centre 
which is responsible for the levy and collection of the income 
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tax should continue to have a significant interest in it. Besides 
the Union surcharges on income tax had been i^aised from 10 
to 15 per cent in 1971-72 thus increasing the re^sources of the 
Centre. But the addition of advance tax collections to the divi- 
sible pool including a sum of Rs. 270 crores representing the 
unadjusted balances of advance tax collection up to 1966-67 
had resulted in an appreciable increase in the resources of the 
states from their share of the income tax during the period 
covered by the fifth Commission. But the arrear element due to 
advance tax collection no longer existed and this called for a 
larger share to the states. 

As regards the manner of distribution among the States ot 
the net proceeds of income tax, the states had put forward very 
divergent views, but the Commission endorsed the views of the 
earlier Finance Commission that population and contribution 
are the only two relevant factors. This is because there are 
advantages in our complex Federal system in maintaining a 
reasonable measure of stability in the principles of distribution 
of sharable taxes and also because we are seeking to mitigate 
the economic disabilities of some of the States through weight- 
age for relative economic backwardness in the distribution of 
union excise duties and grants-in-aid for upgradation of stand- 
ards of adminisirative and social services. The Commission felt 
that in view of the increasing integration of our national econo- 
my and the influence of central policies on the location and 
development of industrial and tertiary sectors, it is difficult to 
assign the factor of contribution any higher weightage than exist- 
ing at that time in the distribution of income tax. Besides, fur- 
ther enhancement of the weightage of contribution would aggra- 
vate regional imbalances. The Commission accepted the propo- 
sal that a small but not clearly identifiable percentage of per- 
sonal incomes should be demanded to have purely local origin. 

Taking all these factors into account, it decided that 10 per 
cent of the net proceeds of income tax be distributed among the 
states on the basis of contribution. With regard to the measure- 
ment of contribution, the sixth Commission accepted the view- 
point of the fifth Commission that assessment was the best 
measure of contribution for the same reasons put forward by 
the fifth Commission. In arriving at the percentage share of 
each state, it took the figures of population of 1971 Census and 
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the average of assessments made during the five years ending 
with 1972-73t! 

This Commission fixed the share of Union territories at 
1.79 per cent of the proceeds of income tax in each financial 
year on the basis of the same principles as applied to the States 
in determining their share. 

Union Excise Duties 

In making its recommendations with Regard to the distri- 
bution of these duties between the Union and the states and 
among the states themselves, the Commission took a number 
of factors into account. In the first place, it struck a balance 
between the plan of the states for a substantial increase in the 
divisible pool andthe needs of the Centre. Secondly, it had 
also to ensure "equity in the aggregate transfer of resources as 
between ‘surplus’ and ‘deficit’ states since an enlargement of 
the divisible pool would confer disproportionately larger 
benefits on surplus than on deficit States. On the basis of these 
considerations, it retained the states’ share of all basic duties of 
excise at 20 per cent during the period covered by its award. 
It also recommended that 20 per cent of the net proceeds of 
auxiliary duties of excise be distributed among the states from 
1976-77* onwards. The levy of regulatory duties of excise had 
been replaced under the Finance Act of 1973 by auxiliary duties 
on excisable goods and the Finance Act specifically laid down 
that these auxiliary duties were levied for purposes of the Union 
and their proceeds were not to be distributed among the states. 

The Finance Commission, however, felt that the levy of 
excise duties on a non-sharable basis should be confined to 
short periods of two to three years at the utmost to meet the 
large demands on national exchequer that may unexpectedly 
arise. Therefore, it recommended that these duties be made 
sharable from 1976-77 onwards to meet the pressing needs of 
the Centre in the immediate future and at the same time to 
allay the apprehensions of the States that these duties were 
being resorted to in order to deprive them of their legitimate 
share in the growth of revenues from Union excise duties. 

As regards the distribution of the net proceeds of Union 
‘excises among the states, the Commission agreed with the earlier 
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Commissions that contribution or collection would not be arr. 
appropriate basis for distribution and it recomme^^ded that the 
two criteria which had gained general acceptance with the 
earlier Commissions were population and relative social econo- 
mic backwardness of the states. The Commission argued that 
the objective cf rectifying, to the extent possible, regional 
imbalances should be recognised as a distinct criterion in deter- 
mining the principles of fiscal transfers in any federation. In 
assessing the relative backwardness of states, the Commission 
considered per capita? income as the best, possible yardstick for 
the measurement of the levels of development. The States, on 
the other hand, had put forward a number of other criteria for 
measurement of relative backwardness which the Commission 
was unable to accept. 

The Commission raised the weightage of backwardness 
from 20 per cent to 25 per cent, the inter se distribution of this 
portion of the excise duties to be in relation to the ^distance’ of 
a state’s per capita income from that of the state with the 
highest per capita income multiplied by the population of the 
state concerned according to the Census of 1971. The balance 
of 75 per cent of the states’ share of the divisible pool of Union 
excise duties was recommended by it to be distributed on the 
basis of the population of the States concerned according to the 
Census of 1971. 

Additional Duties of Excise 

The sixth Finance Commission adopted an entirely different 
approach in this regard. The earlier Commissions had set apar|: 
the guaranteed amount and the balance of revenues had been 
distributed among the states on the basis of certain defined prin- 
ciples. The sixth Commission, however, adopted the approach 
that entire net proceeds should be distributed among the states 
on the basis of certain principles. The earlier Commissions 
had perhaps felt that unless the guaranteed amounts were first 
set apait and the balance alone distributed among the states^ 
there was the risk of the share of some of the States falling 
short of the guaranteed amount. The sixth Commission on the 
other hand, was convinced that there was absolutely no risk of 
the share of some of the states falling short of the guaranteed 



Allocation of Resources among States through Shared Taxes 177 

amount, because the expected net proceeds of additional excise 
duties duringithe forecast period after excluding the share attri- 
butable to Union territories on the existing basis was estimated 
at Rs. 1037 crores as against the guaranteed amount of 
Rs, 32.40 crores per annum or Rs. 162 crores over the same five 
year period. Thus the guaranteed amount worked out to about 
16 per cent of the anticipated distributable part of additional 
excise duties. 

Further this Commission also thought that the initial reser- 
vation of guaranteed amounts conferred«an unintended advan- 
tage on certain states and introduced an avoidable element of 
distortion in the scheme of distribution of additional excise 
duties. 

As regards the basis of distribution of additional excise 
duties among the states, the Commission like the earlier ones 
was of the view that the principle of compensation was the only 
valid principle in the distribution of additional excise duties. 
This meant that every state should be enabled to get the equiva- 
lent of what it would have secured if it had not surrendered its 
power to levy sales tax on the commodities in question. The 
second proposal which was quite incontrovertible was that 
state-wise figures of consumption of the commodities on which 
additional excise duties are levied afforded by far the best 
indicatton of the potential loss of revenue sustained by their 
surrender of authority to levy sales tax on them. 

The Commission, therefore, examined the available statistics 
of state-wise consumption of the commodities on which addi- 
tional excise duties were levied and it found that except in the 
case of sugar the available consumption figures could not be re- 
garded as providing an equitable and firm basis for distribution 
of the proceeds of additional excise duties. Therefore it looked 
for some better indices of consumption of these commodities 
and came to the conclusion that consumption is directly related 
to levels of income. Thus the latest available data on state 
domestic product was considered to provide a broad indication 
of the likely consumption of these commodities. However, the 
Commission thought it necessary to recognise that the consump- 
tion of tobacco and possibly even of sugar depends apart from 
levels of income, on the habits of the people, the social mores 
and other intangible factors. As regards textiles, the varieties 
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of cloth should be among necessities of life, the consumption 
of which is more likely to depend on population rather than on 
state domestic product. c 

Having regard to these considerations, it felt that popula- 
tion and the average state domestic product for the three years 
1967-68 to 1969-70 should be taken together as providing a 
reasonable basis for assessment of the levels of consumption, 
consumption being given considerably higher weightage. The 
Commission, however, took another factor also into account. 
This was the production of the commodities exported to other 
states subject to inter-state sales tax. The rate of additional 
excise duties on these commodities worked out to about 10.8 
percent of the value of clearance. In view of this it felt that 
while production of these commodities in different states had 
to be given a measure of weightage, the w^eightage should be 
comparatively small in view of the ceiling on rates at which 
inter-state sales tax can be charged. 

Thus, it provided the principle that additional duties of 
excise be distributed among the states on the basis of popu- 
lation, state domestic product at current prices and production 
in the ratio of 70 : 20 : 10. On this basis the relative percentage 
of each state was worked out. On the basis of the same criteria 
as applied to the share of Union territories was worked out as 
1.41 per cent of the net proceeds. 

Estate Duty 

The sixth Finance Commission endorsed the recommen- 
dation of the earlier Commissions that population provided a 
satisfactory basis for distribution of estate duty in so far as it 
relates to movable profits. Out of the net proceeds of the estate 
duty in each financial year, a sum equal to 2.5 per cent was 
recommended to be retained by the Union as being the proceeds 
attributable to Union territories. This figure was worked out by 
taking into account of the population of the Union territories 
according to the Census of 1971 and the gross value of immov- 
able profits located there and brought into assessment for the 
five years ending 1971-73. The balance of the sums to be 
apportioned between immovable and movable profits was deter- 
mined in the ratio of the gross value of all such properties 
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brought into assessment in that ypar and the amount attribut- 
able to immovable profits was recommended to be distributed 
among the stetes in proportion to the gross value of immovable 
profits located in each state and brought into assessment in 
that year. The sum attributable to other profits was to be distri- 
buted among the states in pioportion to the population of each 
state. 

Grants in lieu of Tax on Railway Passenger Fares 

With regard to this question all the states made a vehement 
plea before the Commission against the grant being frozen at 
Rs. 16.25 crores per year and urged that the Commission should 
recommend to the Government of India for enhancement of 
the grant pari passu with the increase in earnings from passenger 
fares. With regard to the principles of distribution, many of the 
state governments favoured the continuance of the existing 
principles without any change. Some of the States, deficient in 
rail facilities, urged that while distribution of 80 per cent of the 
grant might be made on the existing principles, the balance of 
20 per cent should be distributed among the states whose 
railway mileage in terms of area was below the all-India average 
in proportion to the shortfall from such average multiplied by 
the area of the state concerned. 

The Commission examined the pros and cons of the various 
suggestions put forward by the state governments and came to 
the conclusion that the principles of distribution of ad hoc 
grant in lieu of the tax should be so designed as to place the 
states on more or less the same footing as and when the tax 
was in force, but states in which there are no railways could 
have no claim to this grant. The principles of distribution of 
this grant originally formulated by the second Finance Com- 
mission had stood the test of time. In the circumstances, the 
Commission recommended that the allocation of passenger 
earnings from non-suburban services from each gauge for each 
railway zone separately among the states according to route 
length lying within each state would be the most equitable basis 
for the distribution of this grant. 

Further the Commission urged that the Government of 
India should redetermine the amount of grant payable in lieu of 
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tax on passenger fares in tercns of \^hat the states could have 
got if the railway passenger tax had continued in^its original 
form. The additional loss to the Centre or gain to xhe states, as 
a result of it, w^ould be only of a marginal character, but it 
would have a significantly favourable impact on Centre* State 
financial relations. Besides, the Commission also felt that any 
proposals for the reimposition of the railway passenger tax 
or enhancement of passenger fares would be justifiable to the 
extent that such enhancement was linked specifically with the 
pa}ment of larger grants to the States. 

Grant on Account of Wealth Tax on Agricultural Property 

With regaid to this question, the Commission was of the 
opinion that wealth tax on agricultural property is comparable 
in its incidence to estate duty in so far as the latter relates to 
immovable property. The location of property in each state is 
clearly identifiable and provides, therefore, a reliable basis for 
distribution of the proceeds of the tax among the states. The 
Commission, therefore, recommended that the grant-in-aid to 
be made available to the states on account of wealth tax on 
agricultural property should be distributed among them in pro- 
portion to the value of agricultural property located iip each 
state and brought into assessment in that year. Population was 
not regarded as a suitable basis for distribution since it has no 
bearing on the extent or value of agricultural property brought 
within the tax net. Collection was also not considered an appro- 
priate basis as the tax collected might in some cases relate to 
prop)erty located outside the state. Backwardness or need for 
development of any particular area was also not considered 
relevant in the distribution of the grant. 

The Commission estimated that the net amount available 
for payment to the states as grant-in-aid during the period of 
its recommendation would be only of the order of Rs. 45 lakhs 
a year. In view of the relatively low and uncertain yield from 
this tax, the Commission considered that the grant likely to be 
made available to the states out of the proceeds of this tax 
should not be taken into account in assessing the resources of 
the states for the period of the award. Therefore, the amount 
was left out of account in computing the non-plan revenue gap 
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of the states. Accordingly, the grant on account of wealth tax 
on agricultural property distributed among the states was 
reckoned a§ a resource for state plans. 

Summary 

The recommendations of the Commission, therefore, may 
be summarised as shown in Table 8.12. 


Table 8.12 


State 

Income-tax 

{percent^ 

age) 

Union'* 

excise 

(pev 

cent) 

Additional 
duties ex* 
cise per- 
centage 

Grant in lieu 
of passenger 
fares tax 
{percentage) 

Estate 

duty 

percen* 

tage 

Andhra Pradesh 

7.76 

8.16 

8.39 

8.01 

8.04 

Assam 

2.54 

2.71 

2.47 

2.70 

2.70 

Bihar 

9.61 

1U47 

9.36 

10.58 

10.41 

Gujarat 

5.55 

4.57 

5.91 

lAl 

4.93 

Haryana 

1.77 

1.53 

1.94 

2.57 

1.86 

Himachal Pradesh 

0.60 

0.63 

0.59 

0.17 

0.64 

Jammu and Kashmir 0.81 

0.90 

0.73 

0.02 

0.85 

Karnataka 

5.33 

5.45 

5.62 

lAl 

5.41 

Kerala 

3.92 

3.86 

3.58 

1.61 

3.94 

Madhya Pradesh 

7.30 

8.15 

6.08 

8.89 

7.70 

Maharalfehtra 

11.05 

8.58 

11.65 

8.87 

9.31 

Manipur 

0.18 

0.21 

0.17 


0.20 

Meghalaya 

0.18 

0.19 

0.17 


0.19 

Nagaland 

0.09 

0.11 

0.08 

0.01 

0.10 

Orissa 

3.73 

4.06 

3.59 

2.24 

4.05 

Punjab 

2.75 

1.87 

2.68 

5.06 

2.50 

Rajasthan 

4.50 

5.00 

4.17 

6.59 

4.76 

Tamil Nadu 

7.94 

7.43 

7.27 

5.14 

7.61 

Tripura 

0.27 

0.30 

0.25 

0.02 

0.29 

Uttar Pradesh 

15.23 

17.03 

16.10 

19.85 

16 32 

West Bengal 

8.89 

7.79 

8.30 

5.73 

8.19 


As a result of the recommendations of the sixth Finance 
Commission substantially very much larger resources have been 
transferred to the states in terms of their share in shared taxes. 
Table 8.13 indicates the resources transferred to the states dur- 
ing four years from 1974-75 to 1977-78 in terms of the sixth 
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Commission award under the head of shared and assigned 
taxes. 


Table 8.13 


(Amount in crores of Rs.) 



797.-75 

1975-76 

1976-77 

1977-78 

Total 

Income tax 

512.3 

734.1 

652.2 

688.3 

2586.9 

Estate duty 

9.6 

8.2 

9.6 

9.6 

37.0 

Union excise 
duties including 
additional duties 
of excise 

c 

702.5 

856.7 

1027.4 

1091.7 

3678.3 

Total 

1224.4 

1599.0 

1789.2 

1789.6 

6302.2 


The substantial increase in resources transferred to the 
states under shared and assigned taxes has imparted a signifi- 
cant elasticity to the revenues of the states. This is indicated by 
the fact that the states’ own tax revenues increased from Rs. 
2196.9 crores in 1973-74 to Rs. 4317.5 crores in 1977-78 repre- 
senting an increase of about 100 per cent in four years. But if 
the amount of resources transferred under shared taxes be 
taken into account, the total tax revenues of the states increased 
from Rs. 3371.6 crores in 1973-74 to Rs. 6111.6 crores in 1977- 
78 and the amount of resources from shared and assigned taxes 
contributed about 28 per cent of the total tax revenues of the 
states in 1977-78. Thus the buoyancy in central tax revenues 
has increasingly manifested itself in the buoyancy of the States’ 
tax revenues. , 

An Assessment of the Role of the Finance Commissions 

In making an assessment of the role of the Finance Com- 
missions in the formulation of the scheme of devolution of 
resources in terms of sharable and assigned taxes, it is neces- 
sary to take into account a number of considerations, lu the 
first place, the Commissions were restricted and their roles 
strictly limited in accordance with their terms of reference as 
laid down in the Presidential orders. But even then, they came 
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out with various suggestions for the improvement of the Centre^ 
state financia)|jrelations. The Commissions were always guided 
by objective crj^teria of ensuring the stability of the finances of 
the Union government while at the same time trying to allo- 
cate increasingly larger resources to the states. The Com- 
missions always emphasised the need on the part of the states 
to tap their resource potentials especially in the rural sector, to 
realise their tax arrears and to achieve maximum efficiency in 
general and fiscal administration as well as to develop a suitable 
machinery for effective formulation and implementation of 
development plans. While they admitted that the process of 
planned economic development inevitably led to fiscal centrali- 
sation, they were conscious of the increasing erosion of the 
financial autonomy of the states and the demoralising effects 
that it caused. 

The distribution of the proceeds of shared and assigned 
taxes among the states cannot be justifiably made on the basis 
of principles on which grants-in-aid are allocated. The ap- 
proach of the Finance Commissions, therefore, in allocating the 
proceeds of these taxes was quite sound. The successive Finance 
Commissions increased the share of the states in the divisible 
pool of income tax with the result that their share was fixed at 
80 per cent by the sixth Finance Commission. This was done 
with the* objective of increasing the resources of the states and 
to meet their grievances on account of their being deprived of 
their share in corporation tax and increasing resort by the 
Union Government to levy surcharges on income tax exclu- 
sively for the purposes of the Union. But the case of the states 
for a share in the corporation tax is quite strong and the con- 
stitution did not make a provision to deprive them of a share 
in this tax. The sixth Finance Commission was of the view that 
the inclusion of corporation tax in the list of sharable taxes 
would not seriously upset the relative balance between the 
Union and state resources. 

But in allocating the proceeds of income tax among the 
states the weigh tage assigned to the factor of collection which 
was later substituted by assessment is not sound. In a national 
economy, the origin of income is a function of the factors 
which shape the behaviour of the entire economy and local 
factors have no importance whatsoever in it. Thus population 
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alone should be the basis of distribution of the divisible pool 
income tax among the states. 

With regard to the allocation of resources from Union 
excises, the sixth Finance Commission widened the scope of 
distributable excises by including excises on all articles exclud- 
ing auxiliary and special excises. This approach was influenced 
by the consideration for a devalution of larger resources to the 
states in order that they may have a greater freedom of action. 
It was with regard to the distribution of Union excises among 
the states that the Fiaance Commissions introduced a weight- 
age in favour of backwardness and the sixth Commission 
increased the weightage as indicated in terms of the distance 
between the per capita income of a state from that of the state 
with the highest per capita income. This approach of the 
Finance Commissions represented an attempt, through a 
modest one, to tilt the scale in favour of the relatively less 
developed states in order to contribute to the reduction in 
inter-regional imbalances. It must, however, be admitted that 
its impact in correcting the differences in resources of the 
states has not been at all of any magnitude. 

Similarly in the distribution of the proceeds from addi- 
tional duties of excise among the states, the sixth Finance 
Commission introduced a weightage in favour of state domes- 
tic product at market prices and this was also an attempt to 
correct, to a small extent, the inter-regional disparities in 
resources. 

The recommendations of the successive Finance Commis- 
sions have progressively increased the resources of the states as 
a result of which the elasticity in the Central revenues has 
made its impact on the revenues of the states also. Thus as a 
result, the proposition, that the resources of the states are 
much less elastic than those of the Centre, does not stand the 
test of empirical verification. 

But it must be admitted that the approach of the Finance 
Commission was guided predominantly by practical considera- 
tions with a view to achieve equilibrium in state budgets and it 
was not aimed at bringing about a large redistribution of the 
national resources in such a way as to correct the disparities in 
the interregional resource levels. 
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CENTRAL GRANTS AND REGIONAL 
BALANCE IN DEVELOPMENT 


Rationale of Grants 

In a federal system with its complex economic relation- 
ships, it is not found possible to maintain the theoretical condi- 
tion that each unit of government should raise adequate resour- 
ces for the administration and performance of functions assig- 
ned to it. There develops a disequilibrium and lack of balance 
between the financial capacity and financial need of the regio- 
nal governments. Therefore, ‘The grant is an effective instru- 
ment for bridging the gap between fiscal capacity and capacity 
for administration.”^ 

The mechanism of grants also operates to secure another 
objective of fiscal policy and this is the removal of wide dispa- 
rities in the standard of social services and social conditions in 
different States. Through the federal tax collecting and 
redistributing agency, the financially stronger States contribute 
through the medium of grants to the development of higher 
standards of social services in the financially weaker states, and 
thus, the levels of social services in the economy as a whole 
are sought to be equalised. “Were it not for the grant-in-aid 
mechanism, a choice would have to be made of one of several 
evils: (1) to leave important services without adequate support, 
thereby permitting the prestige of the States to suffer accordingly 
or (2) to force the States and localities to extend their revenue 
systems to include taxes ill-adapted for local tax jurisdictions, 
thereby introducing inequities and economically unsound ele- 
ments into the total tax structure or (3) to require the federal 
government to take over the administration of functions which 
c ould more effectively be administered by local officials. 
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Examined in this light, federal aid to subordinate units can be 
made a valuable device for preserving local self-government 
while at the sarne time raising service standards and effectively 
utilizing the mos? desirable tax sources. Therefore, with re- 
gard to services which are of national importance, federal aid 
on the basis of differential or equalisation principle is advanced 
to bring about fairly uniform standards of social services. 

Speaking of the role of federal grants in U.S.A. the Report 
to the Congress by the Commission on Organisation of the 
Executive Branch of the Government, 1949, maintains that 'The 
plan of federal grants has developed a division of responsibility 
— the National Government giving financial aid and establishing 
board standards, the State government sharing the final bur- 
den and maintaining primary responsibility for administration. 
In addition to decreasing inequalities of service, the grant- 
in-aid method has raised the level of all aid services without 
transferring functions entirely to the National Government. 
The Report of the Commission on Inter-Governmental Rela- 
tions in USA has pointed out that by the offer of grants-in-aid, 
the federal government has been providing incentives to the 
states to take on new functions mainly in the field of social 
services and this has tended to equalise between poor and rich 
states 

An important purpose of federal grant to state governments 
is fiscal with a view to lightening the load borne by the 
budgets of these governments in their performance. In doing 
so, the federal government may endeavour to underwrite a 
national minimum standard in the performance of social services 
of national importance and to equalise opportunities. In the 
absence of such a grant, there would be a tremendous financial 
pressure on the limited resources of the financially weaker 
states, and as a result, they would be compelled to put an 
undue reliance on regressive commodity taxes. There may 
prevail wide differences in technical conditions in different 
states and by participation in the programme of federal aid, 
suitable conditions are created and a stimulus is provided for 
the improvement of technical conditions [in the administrative 
standards of the regional government. 

Through the medium of grants, the federal government 
promotes an interregional redistribution of national income 
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which it considers desirable from the point of view of welfare 
consideration and the Redistributive ideals of public finance; 
and through it, an economic development off the backward 
areas of the country is attempted to be brought about. The 
system of equalisation grant by the federal government may 
also succeed in bringing about a redistribution of income be- 
tween the different income groups in the economy, but the 
extent to which this objective is secured would also depend on 
the progressiveness of the tax structure in the economy as a 
whole. The Federal aid to the regional governments may 
maintain a high level of economic activity in the context of 
an impending deflationary gap; and in this way it may operate 
as an important compensatory device to keep the level of 
spending by the regional governments high. But in order to 
secure a counter-cyclical objective, the system of federal grant 
should be sufficiently flexible so that the quantum of grant 
may be reduced in a period of inflationary pressure and increas- 
ed when depression threatens. 

The case for federal grant to states also rests on the fact 
that it can be used to correct the undue concentration and it 
contributes to a wide diffusion and dispersal of economic 
activities in the economy. Besides, by promoting the economic 
expansion of financially deficient areas, it seeks to achieve a 
better inter-regional balance in economic development, and 
defended on the ground that it is a necessary concomitant to 
national plans for maintaining employment at high levels. 

A distinction should be made between the stimulative and 
fiscal effects of the system of grant ^'because it explains impor- 
tant differences in the philosophy grants.”^ When the federal 
government is interested in stimulating state performance of 
a function, it has to specify standards and tests of performance, 
minimum levels of achievement and matching requirements 
may be laid down. Thus, the federal government is primarily 
interested in programming. But where the federal government 
has primarily a fiscal objective, it is basically interested in 
maintaining a budgetary equilibrium in the deficient states; 
though in many cases, it may become difficult to make a sharp 
distinction between the promotional and fiscal effects of the 
programme of federal grants. 

An importance effect of federal grant is felt in the shape 
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of a concerted operation and an elfective co-ordination of 
fiscal policy between the different layers of governments. 

Federal grants may be (a) general or unconditional, and 
(b) specific or conditional. The system of unconditional grants 
has been perfected and practised extensively in Australia and 
Canada, though unconditional grants in these countries go side 
by side with specific or conditional grants. In Australia, in the 
estimate of the quantum of grant to a state, the norm of 
budgetary standards constitutes the basis on which the fiscal 
needs of the state is essentially founded. This involves a 
comparison of the budgetary standards as the norm of fiscal 
need, allowance is made that a state receiving aid is not 
extravagant in its expenditure and makes all possible efforts 
to tap its own resources to the full. Besides, in assessing the 
fiscal need of a state, the scope that may exist for economics 
in expenditure and for enlarging the receipts from taxation is 
also taken into account. 

The objective of these grants in Australia is to enable the 
States to operate their functions at a standard of performance 
not far below that of those states which do not claim such 
grants. These grants do not seek to achieve absolute equali- 
sation in standards because a margin is maintained in order 
that the s^tate may make the utmost effort to exploit its tax 
potentials to the full and its incentive to continue to do so 
may not be adversely affected. 

In Australia, '"special grants are justified when a state 
through financial stress from any cause is unable to discharge 
its functions efficiently as a member of the federation and 
should be determined by the amount of help found necessary 
to make it possible for that State, by reasonable effort, to 
function at a standard not appreciably below that of other 
States.”® 

In Canada and Australia, the conditional and unconditional 
grants go together. But in USA, the conditional grants 
constitute the principal method of assistance to states and the 
federal aid is channelled to extend financial support to parti- 
cular functions. A particular variant of the system of condi- 
tional grant is the system of matching grants where the 
federal aid is given on the condition that a certain proportion 
of the finance required for a service is mobilised by the state 
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itself, the rest being e;^tended by the federal government in 
the form of grants. The system of matching© grant may be 
directed to achieve equalisation in the standai?d of performance 
with regard to specific services if the proportion of grant for a 
particular service be varied in accordance with the financial 
capacity of the different states, over-matching being required 
by the financially stronger states and undermatching the 
poorer ones. 

The system of conditional grants has been subjected to a 
number of criticisms. In the first place, specific grants may 
lead to an undue expansion of the aided services at the cost of 
others unless the total picture of the financial need and finan- 
cial capacity of each state is kept fully in mind. As Hansen 
and Perloff have put it : "The effect of singling out a few 
governmental services or parts of functions for federal aid is 
to place them in a preferred position in securing state and 
local appropriations. In fact, the success of a matching grant 
for a specific service is generally measured by the degree to 
which it stimulates the recipient units to expand their outlays 
on the aided service. Within the poorer sections of the coun- 
try, especially, the extension of federal aid for a limited 
number of functions tends to bias State and local budgets in 
the direction of the aided services and from the* standpoint 
of the relative need for the various social services to distort 
the budgets.’ 

The system of equalising grants has also its dangers and 
defects. It requires Central interference for efficient adminis- 
tration which might nullify one of the purposes of the use of 
grants, which is to maintain local interest, initiative and 
administration. It also creates a tendency to discourage any 
adjustment or reorganisation of local units to increase their 
financial ability or to reduce their needs and consequently, to 
reduce the amounts of grants received by them. This may 
result in the freezing of the budgets of the regional govern- 
ments. 

Rationale of Federal Grants in a Developing Economy 

In a developing economy, the different regions may be at 
different levels of economic development. The more 
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under-developed regions may possess enough potential resources 
requiring utilisation. Therefore, it has been maintained that 
aim of federal grants in this context should be directed towards 
the maximisation of national production through the achieve- 
ment of regional balance in economic development. 

It has been pointed out that lack of regional or geographi- 
cal balance in economic development is harmful to national 
development. This may lead to over-investment of capital in 
one state and under-investment in another. As a consequence 
of this, there will be low productivity and stagnation of the 
economy as a whole. It will hinder the continuous flow of 
resources from less productive to more productive uses and 
the total national output is restricted in the absence of a 
T^alanced growth of different states of a developing country 
with a federal structure of public finance. The low level of 
Income in the backward regions will not provide a sufficient 
margin for savings to foster the investment necessary for their 
development. At the same time, the level of output in the 
relatively advanced states instead of finding outlets in the low- 
income areas, will be limited by the level of consumption 
there. Therefore, their economic development will be hindered 
because the growth of investment will be retarded as a result of 
a lack of effective demand.^ From this point of view, the role 
■of Central grants would be to supplement the investible 
resources of the States in order to achieve inter-regional 
■equilibrium in economic development. 

But it has been also argued that in a developing economy 
the logic of economic analysis dictates that the resources of 
the economy should be allocated into different channels of 
investment in terms of the criterion of highest marginal pro- 
ductivity in order to accelerate the rate of economic develop- 
ment. This may not be compatible with the objective of 
achieving regional balance in development. The backward 
regions may not be well-endowed with potentially rich resour- 
•ces waiting to be developed. Thus there may be uneven and 
marked heterogeneity in the distribution of natural resources 
among the different regions. The objective of achieving 
regional balance in development requires the apparatus of 
public finance to be redistributive in nature, but this may be 
incompatible with achieving the maximum rate of e conomic 
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development. 

In a planned economy trying to maximise the rate of 
economic growth it is necessary that the allocation of resources 
by the Central planning authorities be guided by the principle 
of equalising marginal productivities in the different lines of 
investment. The pattern of investment embodied in the deve- 
lopment plan has to be designed in a manner so as to conform 
to the principle of allocative efficiency. The role of federal 
grants should also be viewed in a developing economy from the 
criterion of allocative efficiency and this may not be compati- 
ble with the objective of regional balance in development. 
To the extent that the financially deficient states are richly 
endowed with potential resources, the Central grants directed 
towards the development of these resources may conform in 
some cases to the criterion of allocative efficiency. Therefore, 
it follows that the planning authorities of a developing country 
should extend Central financial assistance to only those develop- 
ment projects of the states which conform to the criterion of 
highest marginal productivity. 

But though a conflict is posed between the objective of 
achieving regional balance and promoting a high rate of eco- 
nomic growth, a developing economy cannot ignore the 
objective of achieving regional balance in development for a 
long time because this will be fraught with serious" economic 
and political consequences which have the potential to under- 
mine the foundations of a federal polity and to affect adversely 
its rate of growth. 

Federal Grants in India 

In India in the pre-1919 era, grants to provinces were a 
marked feature of financial adjustment. During the depres- 
sion of 1930 and after. Central grants to provinces were extend- 
ed to relieve distress. The Bihar earthquake of 1934 gave an 
impetus to the provision for financial grants. In the pre-war 
period, financial grants from the Central Rural Development 
Fund for financing such schemes as animal husbandry, agricul- 
tural research, malaria control and improvement of small- 
scale industries were made to the provinces. But there was 
no systematic and well-planned system of federal grants and 
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the grants made were entirely of the nature of ad hoc and 
stop-gap arrangements. 

On the » eve of the inauguration of Provincial Autonomy in 
1937, Sir OtU) Niemeyer recommended the provision of annual 
Centra] grants to the provinces of Assam, N.W.F.P., Orissa and 
Sind in order to set their finances on ‘an even keel’. But the 
Niemeyer Award put “too much emphasis on the need of secu- 
ring budgetary equilibrium in the provinces. It was concerned 
more with the immediate, short-range purpose of putting the 
Constitution of 1935 into effect rather than with considerations 
of the theory of federal finance. Its bifsis of fiscal need really 
amounted to the political need of treasuries to pay their way.”® 
The Niemeyer Award treated grants-in-aid as a form of 
residuary assistance for certain provinces after taking into 
account the sharing of taxes and the adjustment of debt. While 
estimating the overall fiscal need of a province, it took note of 
the differences in administrative needs which, it thought, could 
not be obliterated by Central assistance on a basis common to 
all the provinces. It recognised the responsibility of each 
province to ensure budgetary equilibrium and was anxious to 
set these provinces which were suffering from chronic budgetary 
deficits on an even financial keel without endangering the 
solvency of Central finances. It took an integrated view of the 
finances of the Centre and the provinces and recognised that 
any scheme of devolution which sought to help the financially 
weaker provinces involved subsidisation at the expense of 
financially stronger provinces. It recognised the differences in 
the fiscal capacity and fiscal need of the provinces and recom- 
mended a certain measure of corrective in the form of debt 
adjustment, unconditional grants-in-aid either fixed or tapering 
and in case of jute growing provinces, a larger share of the 
net proceeds of jute export duty. 

The Scheme of Central grant embodied in the Niemeyer 
Award was continued without alteration till 1947. In the 
meantine, striking changes had occurred in the financial posi- 
tion of the provinces. The financially strong states gained in 
financial strength as a result of the war-time prosperity in their 
finances and they were able to build up considerable budgetary 
balances in their Reserve Funds. But the financially weak 
states of Assam and Orissa found their financial position 
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considerably weakened and they were not able to build up any 
reserves. Consequently, the difference in the levels of admi- 
nistrative performance among the states was tincreasingly 
widened. The entire system of federal grants lacked flexibility 
and became out of tune with the expanding needs of the 
states. 

The province of Bengal had to face huge financial crisis as 
a result of the famine of 1943. The province was confronted 
with a series of unbalanced budgets. Central grants amounting 
to Rs. crores were extended during the period 1943-46 to 
help Bengal in tiding over its budgetary difficulties. 

After 1943, the problem of food shortage became very 
acute and this accentuated the growing volume of inflationary 
forces generated by war-time expenditure. As a result of the 
recommendations of the Food Grains Policy Committee, the 
Government of India started the ‘Grow-More-Food Campaign, 
in collaboration with the provinces and grants were made 
available to them for the extension of irrigation facilities, land 
clearance and improvement. But the grants were not based 
on the objective assessment of inter-regional needs but were 
primarily concerned with the short-term objective of increasing 
food production. “The underlying principle was to produce 
the maximum quantity of foodgrains at minimum cost irrespec- 
tive of regional considerations”. 

The partition of the country in 1947 imposed great admi- 
nistrative burdens on the provinces of West Bengal and East 
Punjab and Central grants were made to them in order to help 
them in meeting their financial difficulties. The total grant to 
West Bengal from 1947-48 to 1949-50 amounted to Rs. 1.40 
crores and to East Punjab from 1947-48 to 1950-51 to Rs. 5.25 
crores. But these grants were not based upon an adequate 
appreciation of the needs of these provinces. 

Central Grants to States for Development 

In the beginning of post-war planning, Central grant to 
states for development was provisionally envisaged to be distri- 
buted in the ratio of their population, but some weightage was 
given to the backward states of Assam. N.W.F.P., Orissa and 
Bengal which with Assam had been affected by the impact of 
the war in the North-Eastern frontiers. In 1948, following a 
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review of the development schemes, the basis of the allocation 
of development grants among states was fundamentally 
changed. The grants were made contingent upon the states 
spending from their own resources at least equivalent amounts 
on specific schemes; though in the case of West Bengal and 
East Punjab which had been severely affected by partition, and 
Orissa and Assam which are comparatively less developed, it 
was agreed that the entire expenditure on approved schemes 
would be reimbursed by the Centre subject to stated maxims. 
The grants for Grow-More-Food schemes* were limited to 50 
per cent of the expenditure incurred in case of other states, and 
to 66.5 per cent of the expenditure incurred in case of Assam 
and Orissa. 

Though the Central government agreed to over-match the 
funds mobilized by the poorer States and to under-match those 
of the funds of backward ones, even this principle was not 
uniformly applied. This is borne out by the fact that the State 
of Bihar which is equally backward as Assam and Orissa was 
not selected for the scheme of over-matching of funds by the 
Centre. 

Under the First Five Year Plan, Central grants to states for 
development have been both discretionary and statutory ; 
though the volume of discretionary grants occupied a much 
larger proportion of the total grants.^ The discretionary 
grants for development have been made on the basis of an 
assessment of the financial needs of the states made by the 
Planning Commission. The grants as originally estimated were 
increased substantially in view of the shortfall in the realisation 
of the targets of revenues from surplus in current revenues 
and from additional taxation by the States (2) Besides, some 
of the states have also received Central grants on the basis of 
the recommendation of the Finance Commission since 1952-53. 
(3) The States of Saurashtra, Madhya Bharat, Rajasthan and 
PEPSU were also granted additional financial assistance, over 
and above that visualised by the Planning Commission and the 
Finance Commission, under the recommendation of the Part 
^States (Special Assistance) Enquiry Committee, 1953. (4) 
Central grant of statutory nature estimated at Rs. 4 crores was 
made to the State of Assam' for the financing of a part of the 
Hevelooment expenditure on scheduled tribes. 
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It is apparent that Central financial assistance to states for 
the financing of their development plans was not# geared to the 
task of correcting inter-state disparities in resources. Among 
the Part A States, the states of Bihar, in spite of being one of 
the most backward, has received the lowest financial assistance 
whereas Bombay, the most developed of them all, has received 
practically an equal amount of assistance to that of the State 
of Orissa. Among the Part B States, the States of Rajasthan 
and Madhya Pradesh being the most backward of them all, 
have received the lowest amount of Central financial assistance 
per capita, while the State of Mysore, being the most developed 
of them all has received a fairly large amount of it per 
capita. 

Under post-War planning, schemes of development qualify- 
ing for the receipt of Central grants had to satisfy the following 
criteria : {a) schemes capable of being put into operation at 
once, (b) schemes which could generate a high level of employ- 
ment relatively to expenditure and (c) schemes which could 
increase production in the short period. Thus, in spite of the 
fact* that the Centre agreed to over-match the funds of the 
less-developed states, these states did not have many schemes 
in their plan which could conform to the above criteria ; and 
as a result, they failed to obtain a volume of grants capable of 
correcting the wide disparities in their resources. This is borne 
out by the wide disparities in per capita development expendi- 
ture undertaken by the States during the period of post-War 
Planning. 

In the case of grants made for Grow-More-Food Schemes, 
the underlying principle was to produce the maximum quantity 
of food grains at minimum cost irrespective of regional 
considerations. 

The per capita development grants to the backward states 
of Assam and Orissa were higher than those made to the other 
states, but even their the per capita development expenditures of 
these states were much lower than those of Bombay and West 
Bengal. The per capita grants to Bihar were slightly higher 
than those to Bombay, but the grant made to West Bengal 
was higher than that made to Bihar. Thus, though the 
system of matching grants favoured the backward states of 
Assam and Orissa to some extent, it tended to operate harshly 
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in the case of states like Bihar whose own resources were quite 
meagre. ^ 

Even the r^atio of population of the States on the basis of 
which the development grants were originally distributed was 
not a satisfactory mechanism of correcting the disparity in 
their resources. It assumed quite unjustifiably a uniformity 
in per capita incomes and resources among states in a situation 
in which wide disparities in this regard existed among 
them. 

The Planning Commission had maintahied that “in allocat- 
ing financial aid from the Centre for the various state plans, 
care has been taken to meet as far as possible the requirements 
of the more backward areas’’^®, and ^'in allocating Central 
assistance to Part B States, their special needs for bringing up 
the level of administration and social services to that to Part 
A States have been kept in mind.”^^ But in spite of the care 
taken by the Planning Commission to meet the requirements of 
the more backward areas, wide disparities in the levels of 
development remained among the states at the end of the First 
Five Year Plan. In fact, in the assessment of the financial 
needs of the States for the implementation of their plans, 
priority was accorded to schemes which would, “in particular, 
increase the production of food and raw materials in a rela- 
tively short period”^^, and as a result, the scheme of Central 
financial assistance was not conceived in terms of the equalisa- 
tion of the resources of the states. 

Speaking of the role of federal grants after independence 
the Report of the Second Finance Commission points out : 
“After the Niemeyer Award, the perspective changed as a 
result of independence and the new conception of close finan- 
cial collaboration between the Union and the states on the 
basis of a national plan of economic development. It was no 
longer merely a question of higher or lower standards of 
administration in the restricted sense. The transition from a 
police state to a welfare state brought about fundamental 
changes in the scope of governmental functions and resulted in 
widening the context of fiscal need. Nevertheless, the basic 
overall approach of Niemeyer still remains valid ; the States 
and the Union have to balance their budgets within their 
available resources and the needs of the States, which cannot 
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be met by devolution of shares of taxes, have to be covered by 
grants-in-aid.^^’' 


The Finance Commission of 1952 and Grants to States 


In recommending grants-in-aid from the Centre to the 
states under the substantive portion of clause (1) of Article 
275 of the Constitution, the Finance Commission laid down 
the following principles : {a) budgetary needs, (b) tax effort, 
{c) economy in expenditure, {d) standard of social services, 
{e) special obligations, and (/) broad purposes of national 
importance.^^ 

The Finance Commission maintained that budgetary needs 
of a state should be estimated by making adjustments in the 
state budgets, so as to reduce them to a comparable basis, ' 
and in doing so allowance has to be made for any abnormal 
or unusual and non-recurrent items of receipts or expenditure 
which might vitiate comparison unless they are excluded. 

As regards the second principle of '‘tax effort” for assess- 
ing the fiscal need of a State, the Commission maintained that 
the assessment of fiscal needs must involve “as assessment 
of the general scope for additional taxation in the states and 
of their tax effort. It is certainly correct that the effort 
made by a state in utilising its taxable resources to the maxi- 
mum possible extent must constitute a basis for the 
assessment of its fiscal need, because in a state in which the 
maximum effort has not been made to utilise its taxable re- 
sources, the effect of Central assistance, apart from not bene- 
fiting the weaker sections of the community, may lead the 
state to postpone its effort for increasing its own taxation. 
As a result, Central assistance may go "to receive those who 
are comparatively well off from the necessity of contributing 
more to State revenue rather than help to increase public ex- 
penditure for the benefit of the general mass of the people.”^® 

Thirdly, economy in public expenditure, sound financial 
management and efficient allocation of its own resources by a 
state must be taken into account in assessing its financial 
need, otherwise there would be the likelihood that the amount 
of Central grant might not be efficiently spent for raising the 
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standard of administration and social services in the states. 
As the Coi;jmission put it, “if the amount of grants-in-aid 
were to be merely in proportion to the financial plight of a 
state, a direct premium might be placed on impecunious poli- 
cies and a penalty imposed on financial prudence.”^^ Thus, 
Central grants to states must be designed in a way so that 
they may not produce disincentive effects on the states in uti- 
lising their own resources to the fullest possible extent and 
should not diminish their responsibility to balance their own 
budget by an efficient allocation of their*resources. 

Fourthly, the standards of social services in a state may 
be a criterion for grants-in-aid and “an important pur- 
pose of grants-in-aid is to help in equalizing standards of basic 
social services.”^® Besides, the Commission also maintained 
that “independently of the budgetary criterion, grants may be 
given to further any beneficent service of primary importance 
in regard to which it is in the national interest to assist the 
less advanced states to go forward.”^^ 

On comparing the budgetary structure and tax efforts of the 
states of Assam, Mysore, Orissa, Punjab, Saurashtra, Travan- 
core-Cochin and West Bengal, it was observed that the scale of 
the grants recommended was based upon the consideration of 
‘The normal budgetary needs of these states.”-^ Thus, the^ 
Centrargrants to these states, being based upon the considera- 
tion of meeting their normal budgetary needs, could not be 
expected to contribute to the correction of wide disparities in 
the resources available to the different states. 

In addition, the Commission assessed the extent of disparity 
existing among the states as regards the spread of primary 
education ; and it recommended grants-in-aid to the eight 
states most backward in this regard for making a modest be- 
ginning in the direction of helping them to make up the leeway 
with regard to the spread of primary education.^^ But as the 
Central grants to the backward states were limited to the pur- 
pose of making up the leeway only with regard to the spread 
of primary education, there remained wide disparities in the 
resources available to the states, and even this grant was di- 
verted to other purposes as indicated by the sixth Finance 
Commission and as a result the objective of making up the 
leeway with regard to primary education in the backward 
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States was not realised. 

The Finance Commission^ 1957 and Grants States 

The second Finance Commission did not depart in its 
approach to the problem of federal grant from the basic prin- 
ciple laid down by the first Finance Commission, although its 
emphasis on these principles was influenced by the develop- 
ment which had taken place subsequently. The Commission 
endorsed the principle of fiscal need and it interpreted fiscal 
need comprehensively by taking into account the impact of the 
completion of the first Five-Year Plan and the needs of the 
Second Plan. It took an integrated view of the finances of the 
Union and the states and financial capacity of the Union to 
assist the states, after meeting its own essential commitments. 
Therefore, it sought to formulate a scheme of grants-in-aid 
which should, under normal conditions, enable the states to 
balance their budgets after meeting their normal revenue ex- 
penditure as well as the revenue expenditure incidental to the 
execution of the Second Five-Year Plan. In estimating the fiscal 
need and fiscal capacity of the states, the Commission reduced 
the state budgets to a comparable basis and it also made allow- 
,ance for the various factors by which the computation or 
budgetary needs has to be adjusted. Besides, the Commission 
treated grant-in-aid as residuary assistance to the states after 
taking into account development of revenue in other forms. 

The first Finance Commission was of the view that while 
considering the eligibility of a state for a grant-in-aid and the 
amount of such aid, due weight should be given to tax effort 
so that the states which raise adequate resources through tax- 
ation are not penalised and no premium is put upon lack of 
self-help. The second Finance Commission considered the 
principle of tax effort to be unexceptionable. But the Com- 
mission felt that it is only in clear cases of inadequate taxation 
that it should affect the quantum of assistance which the states 
may be otherwise qualified to get. But it maintained that 
‘'clear cases of inadequate taxation are difficult to determine. 
Low per capita taxation in poor States may simply be evidence 
of low taxable capacity. An agricultural state with a low 
level of purchasing power has to maintain a comparatively 
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high level of per capita expenditure to sustain reasonable 
standard of pij^blic services. An industrial State can raise a 
much larger pef capita revenue than an agricultural state, 
even though the kinds and rates of taxes are the same in both. 
It is, therefore, difficult to decide whether a state is taxing its 
people adequately in relation to their income and taxable capa- 
city. Some kind of empirical judgment is inevitable.”^^ But 
the Commission, in its assessment of the tax effort of a state 
assumed that if a state raised additional revenue which it has 
promised for the plan, it will have done i^s part. 

An important consideration which weighed with the Finance 
Commission was the function of grants in reducing inequali- 
ties in the standards of basic social services in the states. The 
second Finance Commission recognised that maintenance of 
certain important services at a minimum national level may 
justify giving special grants-in-aid. But it felt that this could 
be achieved only by stages since total resources are limited. 
This view of the Commission appears to be quite in conformity 
with the criterion which has been adopted with regard to the 
allocation of resources in a developing economy where the 
consideration of allocative efficiency should be the dominant 
criterion in this regard. The Commission, therefore, did not 
xecomn^end special grants for the equalisation of the standards 
of social services and it left it to the Planning Commission and’ 
the National Development Council to ensure the equalisation 
as far as practicable, of the standard of essential social services 
in the various states and the Finance Commission has accepted 
the Five-Year Plan formulated by the Planning Commission and 
approved by the National Development Council as ensuring an 
equitable development in the field of social services. The 
Finance Commission has adopted a correct attitude and ap- 
proach in this regard, because it is for the planning authorities 
of a developing country to build up a pattern of investment 
in the development plan and to allocate the national resources 
according to the potentialities of development in the various 
regions of the national economy. But it is necessary for the 
planning authorities of a developing country to allocate the 
national resources in order to maximise the rate of economic 
growth and this may not be compatible with the equalization 
of the rate of growth in the different states in the initial phase 
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of planned economic development. 

Therefore, the Commission recommended ^the following 
principles which should govern the extension o/ federal grants, 
to states : 

(1) '‘The eligibility of a state to grants-in-aid and the 
amount of such aid should depend upon its fiscal need in a 
comprehensive sense. In a Union, in which the Centre and the 
states co-operate for planned development, grants-in-aid should 
subserve this end. Properties and provisions in the plan itself 
should determine the fiscal needs for development for the 
period of the plan. 

(2) The gap between the ordinary revenue of a state and 
its normal inescapable expenditure should as far as possible be 
met by sharing of taxes ; grants-in-aid should be largely a resi- 
duary form of assistance given in the form of general and un- 
conditional grants. 

(3) Grants for broad purposes may also be given. While 
they last, they should be grants-in-aid of revenues, but the 
states would be under an obligation to spend the whole amount 
in furtherance of the broad purposes indicated. Where these 
purposes are provided for in a comprehensive plan, there will 
be no scope for such grants.” 

The principles adopted by the Finance Commission for the 
''determination and allocation of federal grants from states to 
states appear to be unexceptionable in the context of a pro- 
gramme of planned economic development. But the federal 
grants recommended to the states of Andhra Pradesh, Assam> 
Bihar, Kerala, Madhya Pradesh, Mysore, Orissa, Punjab, Raja- 
sthan, West Bengal and Jammu and Kashmir in order to 
achieve an equilibrium between their budgetary resources and 
fiscal need appear to have ignored the relative tax efforts of 
these states in fulfilling the target of resource mobilization 
from additional measures of taxation. The Commission had 
accepted the criterion of the adequacy of tax effort as consist- 
ing in the fulfilment of the targets of additional taxation as. 
laid down in the plan. But during the First Plan, except 
Assam, Bombay and Rajasthan, all the other states had 
substantial shortfalls in the realisation of the plan targets of 
additional taxation. Besides, as the Commission has itself 
accepted, there were large accumulated arrears of revenue 
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collections in most of the states. Thus, if in the context of an 
inadequacy of tax effort and lai^e accumulated arrears of 
revenue collec^ons which are an index of the lack of efficiency 
and urgency in resource mobilisation, Central grants are made 
to make up the deficiency in the resources of the states in 
order to help them in achieving budgetary equilibrium, it 
virtually amounts to underwriting by the Centre of fiscal 
equilibrium in the states. From the political point of view, 
such a policy may very well be defended. But it has the 
danger of weakening the incentive of*>the deficient states in 
making the utmost efforts to mobilise resources, to achieve 
economies in administrative and non-developmental expendi- 
ture and to gear their administrative machinery to the collec- 
tion of accumulated areas of revenues. The Commission has 
given a preponderating weight to the problem of achieving 
fiscal equilibrium in the budgets of the states influenced 
largely by political considerations and it has not given due 
importance to the fiscal performance of the states, which 
should be an important consideration in the determination of 
the quantum of federal grant to a state. Such a system of 
federal grant would tend to put a premium on inefficiency and 
would produce a disincentive effect on the fiscal efficiency of 
the states whose fiscal performance has been better. 

The^ general approach that the Finance Commission has 
adopted is to regard federal grants as a residuary element in 
order to achieve an equilibrium in the revenue account and 
after considering the effects of the devolution of additional 
resources from shared taxes and efforts of the states to raise 
additional resources as laid down in the Second Pan. But the 
estimates of the Commission would prove erroneous as most of 
the states are bound to show substantial shortfalls in the real- 
isation of the targets of additional resources on revenue ac- 
count as laid down in the Second Plan. 

As the Commission put it, "'its main objective has been to 
ensure that the states have sufficient revenues to meet normal 
expenditure and their commitments in respect of the plan ex- 
penditure on revenue account. For arriving at a reason- 
able level of normal expenditure, certain adjustments were 
made by the Commission to secure uniformity in classification. 
In this estimate of fiscal needs on revenue account, all items of 
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a capital nature, payments from revenue account, payments 
from revenue towards t*he capital cost of the abolition 
of zamindari (interests on the capital cost of zamin- 
dari abolition have been allowed as a legi- timate 
charge on revenue and allowance was made for them), 
sums for amortisation of debt, transfers to special funds for 
financing capital outlay, expenditure on revenue account to 
unify the taxation laws in the reorganised states, and the cost 
of any extension of prohibition were excluded from the expen- 
diture of the states on revenue account. 

As regards plan expenditure and the revenue expected to 
be raised for it from new taxation, the point arose whether the 
Commission should confine its recommendations to the four 
years 1957-58 and 1960-61, the remaining period of the Second 
Plan. The Commission ultimately decided that its recommen- 
dations should cover a five-year period; and it took the revenue 
expenditure of the Second Plan as agreed to between the Plan- 
ning Commission and the states as the development expendi- 
ture on revenue account for the five years ending 1961-62. On 
this basis, the Finance Commission estimated the development 
expenditure of the states on revenue account for this period 
at Rs. 709 crores and it assumed that the revenues to be raised 
by the states and the specific grants to be made to them by the 
Union during this Five-Year period would be of tile same 
order and on the same pattern as in the Second Five-Year Plan. 
This estimate of the Commission suffers from two basic short- 
comings. Firstly, the development expenditure on revenue 
account during the period would be of a higher magnitude be- 
cause the development expenditure during the Third Plan is 
expected to be higher than that under the Second Plan. Second- 
ly, the assumption that the states would raise resources from 
new taxation as contemplated in the Second Plan is not correct 
because the states are expected to develop a large shortfall in 
this regard. 

Thus in the scheme of devaluation of revenues recommend- 
ed by the Finance Commission, an attempt was made to pro- 
vide for both the normal expenditure of the states on revenue 
account and their needs for implementing the Five-Year Plan 
to the extent to which the expenditure has to be met from 
revenue. The Commission tried to meet the requirements of 



Central Grants and Regional Balance In Development 205 

the states by giving them shares of taxes. But devolution of 
revenues from shared taxes on i. basis common for all the 
states fell far short of the total needs of most of the states and 
this deficiency was made good by grants-in-aid. 

The grantS"in-aid recommended by the Commission were 
much larger than those paid to the states in the past. This was 
mainly due to the fact that in the past, the requirements of 
states for development were not fully taken into account', but 
the second Finance Commission took them into consideration. 
The estimate of development expenditure on revenue account 
for*five years ending 31st March, 1962 would throw a net 
burden of Rs. 228 crores on the state revenues. The Commis- 
sion estimated the total development expenditure on revenue 
account for the five-year period at Rs. 709 crores, of which 
Rs. 206 crores was to be financed through additional revenue 
to be raised by the states, Rs. 275 crores through expected 
Central grants and the remaining Rs. 228 crores would be the 
net burden on the revenues of the states. The Commission as- 
sumed that the devolution of revenues proposed by it to the 
states would enable them to implement the plan assuming that 
the states raised the additional revenue expected of them 
during the plan by securing all possible economies in adminis- 
trative expenditure, by maximising their revenue through the^ 
tightenmg up of the machinery for collection and by the re- 
covery of overdue arrears. But this assumption of the Com- 
mission proved to be incorrect; what turned out was a much 
larger deficit in the resources of the states which was covered 
by Central grants on an increased scale. 

One important fact which the Commission ignored was the 
fiscal performance of the states as regards their tax efforts in 
the assessment of fiscal need and the estimate of the quantum 
of grants-in-aid. 

The Third Finance Commission and Grants-in-Aid 

This Commission was required to make recommendations 
in regard to states which were in need of assistance by way of 
grants-in-aid of their revenue and the sums to be paid to those 
states other than the sums specified in the proviso to clause (1) 
of Article 275 of the Constitution having regard, among 
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considerations, to the requirements of the Third Five-Year Plan 
and the efforts to be made^by those states to raise additional re- 
sources from the revenues available to them. 

The third Finance Commission fully subscribed to the 
views adopted by the first and second Commission that the 
properties and provisions in the Plan itself should determine 
the fiscal needs for development for the period of the Plan and 
thus grants-in-aid should subserve the requirements of planned 
development. But the question arose as to whether the Com- 
mission should give ^ full coverage to the estimated revenue 
component of the Plan or should limit it on practical and 
other considerations. Two points of view were presented be- 
fore the Commission on this question. The first was that the 
Plan itself was flexible and subject to adjustments at the annual 
reviews, and therefore, there was the need to ensure that the 
states conformed to the priorities and provisions laid down. 
If, therefore, full financial allocation was made by the Finance 
Commission, these reviews would be rendered difficult. The 
other point of view was that the Plan having been endorsed 
by the National Development Council and approved by the 
Parliament, it was only logical to guarantee the necessary re- 
sources to the states to enable them to forge ahead. In this 
regard it was suggested to it that devolution and grants-in- 
aid by the Finance Commission would be more in fune with 
the provisions of the Constitution and that it would inculcate 
a greater sense of responsibility in the states as the grants- 
in-aid would then become an integral part of their 
resources. 

Though these considerations were of a conflicting nature, 
the Commission was of the opinion that the states must be 
provided with the necessary flexibility and room for adjustment 
with regard to the grants made to them and that undue restric- 
tions and conditions should not be attached to them. There- 
fore, it was arbitrary to draw a line between the Plan and 
non-Plan expenditure of a state for a number of reasons. First- 
ly, a high proportion of what is classified as non-Plan expendi- 
ture was itself due to projects launched in previous plan 
periods for which maintenance and upkeep become a non-Plan 
liability of the state. Secondly, it was quite logical to regard 
the entire revenue budget of a state — whether Plan, or non-Plan 
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. — as an integral whole. 

Thus the Commission took an integrated view of the plan 
and non-Plan "Expenditure of a state in devising the devolution 
of grants-in-aid^o it and it recommended that the total amount 
of grants-in-aid should be of an order which w'ould enable the 
states, alongwith any surplus out of the devolution, to cover 
75 per cent of the revenue component of the Plan, In deter- 
mining the* revenue component, the Commission deducted in 
full the amount of additional tax to be raised by each state as 
incorporated in the Plan itself. The Commission was also in- 
fluenced in this regard by the fact that the Plan contains repe- 
titive schemes of continuing character and the expenditure on 
them is unavoidable and is of the nature of committed expen- 
diture. 

Thus, in making recommendations for grants-in-aid to 
states, the Commission took two objectives into account; firstly, 
to secure the observance of the priorities of the Plan in regard 
to programmes of national importance and secondly, to en- 
courage and enable the state governments to plan their affairs 
on a sounder and realistic financial basis and to discourage 
demoralisation which a dependence inevitably breeds. 

Therefore, it recommended the following grants-in-aid in 
each of the four years 1962-66 to cover budgetary gaps where 
needed and 75 per cent of the revenue component of the Plan. 
The assistance towards the Plan made available in the scheme of 
devolution and grants-in-aid in each of these years is indicated 
in Table 9.1: 

But the Government of India did not accept the recommen- 
dation of the third Commission regarding the amount of assis- 
tance to meet 75 per cent of the revenue component of the 
state Plans. 

Further, the Commission recommended a grant of Rs, 36 
orores for the improvement of communications in the interest 
of the national economy and national integration. In doing 
so, it took into account the fact that there was pressing need 
to open up backward areas, to break down barriers of isola- 
tion and stagnatio/i, to develop social services, to mobilise 
economic resources and above all, to bring about a feeling of 
oneness in the minds of the people of these regions with the 
Test of the community. The amount of Rs. 36 crores was 
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estimated to be about 20 per cent of the proceeds of the duty 
on under spirit. The allocations to the following ten States 
(Table 9.2) were made keeping in view the relative needs of 
the different states and the resources available'to them : 


Table 9.1 

{Rupees in Crores) 


States 

Grants-in-aid 

Assistance Awards Plan 
included in devolution and 
grants-in-aid in column 2. 

Andhra Pradesh 

12.00 

3.00 

Assam 

9.00 

3.75 

Bihar 

8.00 

8.00 

Gujarat 

9.50 

5.25 

Jammu and Kashmir 

3.25 

1.75 

Kerala 

8.50 

3.00 

Madhya Pradesh 

6 25 

5.00 

Madras 

8.00 

5.00 

Maharashtra 

— 

6.75 

Mysore 

1.15 

1.50 

Orissa 

16.00 

4.50 

Punjab 

2.75 

2.75 

Rajasthan 

8,75 

4.25 

Uttar Pradesh 

12.00 

8.00 

West Bengal 

8.50 

8.50 


The third Commission’s recommendations with regard to 
the allocation of grants-in-aid to states marked an improve- 
ment over the existing position in many respects. Firstly, it 
took an integrated view of the expenditure and resource posi- 
tion of the states in the context of the process of planned deve- 
lopment and regarded the increasing financial burden on the 
states as a continuous process, the assets built up in course of 
one plan give rise to the continuing expenditure on their up- 
keep and maintenance, which, therefore, becomes a committed 
expenditure. Any distinction between Plan expenditure and 
non-Plan expenditure was rightly regarded by it as artificial 
and arbitrary. But the Commission was not guided by the 
objective of promoting regional balance in its schemes of allo- 
cation of grants-in-aid to the states. The achievement of bud- 
getary equilibrium in the context of a programme, of planned 
development was the supreme objective of the Commission im 
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this regard. Therefore, it follows that since the Planning Com- 
mission had formulated the State Pkns to maximise the rate 
of growth of tfte economy as a whole, the role of the Finance 
Commission in Assuming the State Plans as the basis of their 
fiscal exercise in resource allocation necessarily perpetuated 
the inter-regional imbalances in levels of development and the 
standard of basic social and administrative services. But the 
Commission in making an earmarked grant for the improve- 
ment of communications in some of the relatively backward 
states did make a beginning in the direction of shifting the 
pattern of resource allocation towards the correction of inter- 
regional imbalance in the case of the development of a very 
important infrastructural facilities, i.e., communications. But 
even this limited objective was not realised since the money 
allocated to the states for this purpose was diverted to other uses 
as the Sixth Finance Commission later indicated. The Third 
Finance Commission, therefore, should have provided for effec- 
tive safeguards in the light of the experience of the grant 
recommended by the first Finance Commission to make up the 
deficiency with regard to primary education which was also 
diverted to other uses by the backward states. 

Table 9.2 


(In crores of Rs) 


State 

Per Year 

Total for four Years 
1962-66 

Andhra Pradesh 

0.50 

2.00 

Assam 

0.76 

3.00 

Bihar 

0.75 

3.00 

Gujarat 

1.00 

4.00 

Jammu and Kashmir 

0.50 

2.00 

Kerala 

0.75 

3.00 

M.P. 

1.75 

7.00 

Mysore 

0.50 

2.00 

Orissa 

1.75 

7.00 

Rajasthan 

0.75 

3.00 


Grant-in-Aid and the Fourth Finance Comnaission 

The Fourth Finance Commission, confined itself to non-Plan 
revenue expenditure vis-a-vis the revenue receipts anticipated 
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in the coming five-year period on the basis of taxation 
levels in 1965-66, as it did not deem it appropriate to deal 
with the states’ new plan expenditure because"^ the Planning 
Commission had been specially constituted '"to advise the 
Government of India and the State governments in this regard. 
They therefore, did not recommend grants for meeting the gap 
in the revenue component of the Plan. On the other hand, 
included in the estimates of expenditure, the requirements of 
the states for payment of annual interest on loans outstanding 
and those likely to bq raised in the Fourth Plan as well as pro- 
vision for contribution to sinking funds for public loans. After 
assessing revenue receipt and non-Plan expenditure of different 
states for 1966-67 to 1970-71 and the amounts accruing to 
them as their share of the various taxes and duties, ten states 
were found to have revenue deficits aggregating Rs. 609.45 
crores for the financial years 1966-67 to 1970-71 and the Com- 
mission recommended annual grants, under Article 275 of the 
Constitution, amounting to Rs 121.89 crores, equal to one- 
fifth of the deficit. 


Table 9.3 


States 

Interest liability 
in respect of 
loans outstand- 
inpf at the end 
of the Third 
Plan 

Interest liability 
in respect of loans 
likely to be raised 
in the Fourth Plan 

Sinking 
Fund Pro-^ 
vision {in- 
^ cUding 

4th Plan 
Loans) 

Andhra Pradesh 

76. 95 

43.18 

4.94 

Assam 

30.20 

16.10 

11.19 

Bihar 

86.08 

41.31 

9.04 

Gujarat 

50.81 

25.30 

28.41 

Jammu and Kashmir 

20.14 

8.90 


Kerala 

40.48 

22 00 

3.63 

Madhya Pradesh 

73.53 

37.97 

7.19 ' 

Madras 

79.13 

41.61 

8.90 

Maharashtra 

97.81 

51.15 

46 85 

Mysore 

58.66 

29,92 

15.00 

Orissa 

62.37 

31.58 

31.49 

Punjab 

75.53 

29.99 

12.15 

Rajasthan 

58.01 

29.46 

16.90 

Uttar Pradesh 

J04.21 

68.38 

61.97 

West Bengal 


45.14 

28.56 

Total 

987.64 

522.29 

286.27 
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The Commission had excluded from its assessment of re- 
venue expenditure certain increases m pay scales and dearness 
allowance to S^te government employees and employers of local 
bodies and school teachers effected by the State governments of 
Andhra Pradesh, Mysore and Uttar Pradesh through orders 
issued in July 1965. The Commission had recommended that the 
effect of these liabilities might also be taken into account in fixing 
the grants under Article 275 of the Constitution. As a result 
the grants recommended by the Commission for Andhra 
Pradesh and Mysore were increased by Rs 6.29 crores and 
Rs 2.58 crores, respectively, during each of the years from 1st 
April 1966 to 31st March 1971. Uttar Pradesh also qualified 
for a grant of Rs 9.85 crores during each of these years. 


Table 9.4 
Grants to States 

{Rs Crores) 


States 

District {5 times 
annual grant) 

Andhra Pradesh 

36.10 

Assam 

82.60 

Jammu and Kashmir 

32.85 

Kerala 

104.10 

Madhya Pradesh 

13.50 

Ma'dras 

34.20 

Mysore 

91.20 

Nagaland 

35.35 

Orissa 

145.90 

Rajasthan 

33.65 

Total 

609.45 


The Third Finance Commission, it may be recalled, had 
recommended payment to certain states of a sum of Rs 36 
crores {or Rs 9 crores per year for a period of 4 years) as a 
special purpose grant for improvement of road communica- 
tions. The Fourth Finance Commission was not in favour of 
any separate special purpose grants. 

Grants-in-Aid and ths Fifth Finance Commission 

In making its recommendations, the Commission was 
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required to take into consideration, inter alia, {a) revenue 
resources of states at 1968-69 rates of taxation ^for the five 
years 1969-70 to 1973-74, {b) revenue requirenients of states 
to meet expenditure on administration, interest charges, main- 
tenance expenditure on completed Plan schemes, and (c) also 
the scope for better fiscal management and economy consistent 
with efficiency which may be effected in State’s expenditure. 

In the forecasts of revenue receipts and expenditure submit- 
ted to the Finance Commission, the State governments 
estimated aggregate ^ budgetary deficits (to be covered by 
devolution of taxes and grants) to be of the order of Rs 7,368 
crores in five years 1969-70 to 1973-74. The Commission felt 
that in considering the question of grants, the emphasis must 
significantly shift from budgetary needs to broad fiscal needs 
as suggested by the Second Finance Commission. For the 
purpose of assessing the needs of each state meeting revenue 
expenditure, the states’ estimates were scrutinised by the Com- 
mission. While assessing the needs of states, the Commission 
segregated items like (/) working expenses and receipts in 
respect of departmental commercial schemes, (u) receipts of 
interest and dividends, and {Hi) interest payments and amorti- 
sation charges for separate assessment ; the Commission in 
estimating major items of receipts and expenditure adopted 
^suitable rates of growth on the basis of past trends^, future 
scope and other relevant matters as explained by the states. 

In assessing the revenue resources of states the Commission 
took full credit for interest due from State Electricity Boards. 
In the case of Assam and Rajasthan credit was taken only for 
half the interest due in view of the high operating costs in these 
states. The Commission assumed that tax arrears in states 
over a stipulated level would be realised during the period 
1969-70 to 1973-74. The Commission allowed expenditure on 
account of existing schemes of food subsidies for rural electri- 
fication schemes but disallowed fresh expenditure in future 
arising out of enlargement of the scope of these subsidies. In 
regard to dearness allowances and revision of pay scales, 
provision was made for implementation of ccmmitments 
already made but provision for increase in dearness allowance 
in future was disallowed. The Commission reassessed the 
requirement of states for meeting the cost of relief expenditure 
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on account of natural calamities and fixed the average annual 
amount for the five-year period ! 969-70 to 1973-74 at Rs 
14.47 crores^ as against Rs 15.69 crores per annum fixed by 
the Fourth Finance Commission for the period 1966-67 to 
1970-71. 

The Commission considered in detail the net expenditure 
of states on account of interest charges and returns on invest- 
ments in departmental and other concerns. In general, the 
Commission did not allow for interest charges on debt to the 
extent it is covered by corresponding assets in the form of 
capital outlay on departmental undertakings (like irrigation, 
road transport, etc), investment in corporations, companies 
and industrial concerns and loans and advances. The Com- 
mission allowed full recovery of interests on loans to State 
Electricity Boards. In regard to loans to other parties, it 
assumed the recovery of interest would be at a rate equivalent 
to the average rate of interest payable by the state on its own 
borrowings. In the case of capital outlay on multi-purpose 
river valley schemes and irrigation (commercial), the Commis- 
sion assumed that within the next five years it would be possi- 
ble for the State governments to take steps to improve the 
returns for covering the working expenses and interest at the 
rate of 2.5 per cent on the investments. As regards other depart- 
mental schemes and investments, the Commission assumed* 
that, on the whole, there would be no net loss and that these 
schemes and investments taken together will yield returns and 
dividends which would at least cover interest charges on the 
capital employed. In respect of interest on the loans which are 
not covered by assets in the form of loans to other parties or 
investment in commercial schemes, the Commission allowed the 
amount limited to a maximum of 50 per cent of the States’ 
own revenues as assessed by the Commission. The Commission, 
however, disallowed provision for interest on ad hoc loans from 
Central Government for clearing overdrafts with the Reserve 
Bank of India. The principles enumerated above were applied 
both to interest on debt outstanding at the end of 1968-69 as well 
as to interest on fresh borrowings during 1969-70 to 1973-74. 

In regard do the provision for amortisation of debt there 
were differences of opinion among the members. The Chairman 
and one of the members were not in favour of allowing 
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provision for amortisation. Their views were in accordance with 
those of the Second and Third Finance Commissions ; these 
Commissions, it will be recalled were not in favohr of making 
provision for amortisation where such provision was to come 
out of devolution and grants under Article 275. The other 
three members of the Commission took the view as did the 
Fourth Finance Commission, that amortisation provision 
should be allowed. But whereas the fouth Finance Commis- 
sion allowed full provision as indicated by states to their fore- 
casts, the amount allowed by the Fifth Finance Commission was 
limited only to provision in respect of debt (existing as well as 
fresh) not covered by revenue yielding investments and loans. 
As against a five-year provision of Rs 1,222 crores made by 
States in their forecasts for amortisation of loans the Commis- 
sion allowed, by a majority, provision of Rs 59.66 crores. 


Table 9.5 


States 

{Amount in crores of rupees) 
Provision for Provision for 

relief on acc- Amortisation 

ount of Natu~ or Repayment 

ral Calami- of Debt {Total 

ties {Annual for Five-year 

Average Pro- Period) 

vision) 

Andhra Pradesh 

0.75 

1.20 

Assam 

0.48 

3.34 

Bihar 

1.50 

12.02 

Gujarat 

0.80 

0.69 

Haryana 

1.55 

1.73 

Jammu and Kashmir 

0.40 

0.24 

Kerala 

0.10 

4.78 

Madhya Pradesh 

0.80 

9.12 

Maharashtra 

0.86 

1.32 

Mysore 

0.44 

0’78 

Nagaland 

— 

0.01 

Orissa 

1.25 

4.96 

Punjab 

0.41 

0.37 

Rajasthan 

1.08 

5.68 

Tamil Nadu 

0.50 

1.12 

Uttar Pradesh 

9.94 

2.45 

West Bengal 

2.61 

9.85 

Total 

14.47 

59.66 
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In respect of states other than those in whose case estimat- 
ed devolution was expected to result in surplus the requirements 
of revenue weje examined in greater ’’detail. The Commission 
took into account several factors (in their assessment) 
such as relative tax effort (in relation to per capita 
income), levels of revenue expenditure and special factors 
(such as border areas, proportion of scheduled tribes, 
sparseness of population, etc.). In the case of some of these 
states the Commission allowed for a substantially higher level 
of expenditure (on education and other social services) as 
compared to other states covered in their*scrutiny. 

On the basis of the reassessment in the foregoing manner, 
of the forecasts submitted by the estimated devolution of 
taxes as well as grant in lieu of tax on railway passenger fares 
and proceeds of additional excise duties that would accrue to 
states on the basis of the recommendations embodied in the 
Report, eight States (Table 9.6) were expected to have surpluses 
aggregating Rs 1,273.38 crores during the five-year period. 


Table 9.6 


States 

Estimated Surplus 
(Rs crores) 

Bihar 

199.46 

Gujarat 

158.99 

Haryana • 

79.88 

Madhya Pradesh 

15.09 

Maharashtra 

419.29 

Mysore 

2.58 

Punjab 

117.22 

Uttar Pradesh 

280.87 

Total 

1273.38 


Among these states Haryana, Maharashtra and Punjab 
would, in the Commission’s view be having a revenue surplus 
even without taking into account the recommended devolution 
of taxes. The Commission has not recommended any grants- 
m-aid to seven out of the eight States (i.e., except Mysore), 
under Article 275 of the Constitution. In the case of Mysore, 
the average amount of devolution of taxes during the five-year 
period would be less than the average annual amount of devo- 
lution and grants which it would have received on the basis 
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of the recommendation of the fourth Finance Commission. The 
Commissioner, therefore, considered it desirable to give some 
further assistance to the state, on a diminishi|3g basis so that 
it can make suitable adjustments in its financial arrangements. 
For Mysore and other nine states (Andhra Pradesh, Assam, 
Jammu and Kashmir, Kerala, Nagaland, Orissa, Rajasthan, 
Tamil Nadu and West Bengal) which in the Commission’s view 
would be left with revenue deficits after taking into account 
devolution of taxes, the Commission recommended grants-in- 
aid under Article 275 of the Constitution, aggregating Rs 
637.85 croresfor theTfive-year period 1969-70 to 1973-74. 

Table 9.7 

{Amounts in crores of rupees) 


Total 1969-70 1910-11 197F72 1972-73 1973-74 

of the Inte- Final 
sum rim Rep- 
States to be Re- art 

paid port 
tn 
five 
years 


Andhra Pradesh 

65.01 

16.81 

15.54 

14.27 

13.00 

11.73 

10.47 

Assam 

101.91 

19.90 

20.80 

20.60 

20.39 

20.19 

1.99 

Bihar 

21. 

3.42 

— 

— 


.. 

— 

Gujarat 

-- 

- 

- 

- 

— 

— 


Jammu and Kashmir 73.68 

12.02 

16.81 

15.77 

14.74 

13.70 

12.66 

Kerala 

49.65 

20.82 

9.93 

9.93 

9.93 

9.93 

9.93 

Madhya Pradesh 

— 

9.36 

— 

- 

- 

— 

— 

Mysore 

17.99 

20.82 

6.48 

5.04 

3.60 

2.16 

0.71 

Nagaland 

77.95 

10.88 

17.40 

16.49 

15.59 

14.69 

13.78 

Orissa 

104.67 

29.18 

24.51 

22.72 

20.94 

19.14 

17.36 

Punjab 


— 

- 

- 

-- 

-- 

- 

Rajasthan 

51.49 

9.67 

12.36 

11.33 

10.30 

9.27 

8.23 

Tamil Nadu 

22.82 

6.84 

6.61 

5.59 

4.56 

3.56 

2.52 

Uttar Pradesh 

- 

9.85 

„ 

— 

— 

— 

.. 

West Bengal 

72.62 

7.24 

22.29 

18.41 

14.52 

10.64 

6.76 

Total 

627.85 

176.81 

152.73 

140.15 

127.57 

114.99 

102.41 


The total amount of grants recommended by the fifth 
Finance Commission in fivs years was less than the amount 
recommended by the Fourth Finance Commission (703.05 crores 
for 11 States) for the five-year period 1966-67 to 1970-71. The 
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Commission specified the amount payable for each year, the 
quantum diminishing from Rs 152.73 crores in 1969-70 to 
Rs 102.41 CBores in 1973-74, This was a departure from the 
recommendations of the First, Third and Fourth Finance Com- 
missions which had specified payment of an equated amount in 
each of the years covered by the respective Commissions. The 
Second Finance Commission also recommended payment of a 
uniform amount for each of the years covered by it, except in 
the case of four States (Assam, Bihar, Orissa, and West Bengal) 
for which the quantum of grants under Article 273 (grants in 
lieu of jute export duty). 

Grants- in-Aid and the Sixth Finance Commission 

The terms of reference of the sixth Finance Commission with 
regard to grants-in-aid under Article 275 of the constitution were 
defined to be wider in scope in the presidential order as compar- 
ed to these issued to the earlier Finance Commissions. It had 
been asked to make recommendations as to the principles 
which should govern the grants-in-aid of the revenues of the 
States and the sums to be had to the States which were in need 
of assistance by way of grants-in-aid of their revenue having 
regard, among other considerations, to 

(0 *he existing practice in regard to determination and dis-- 
tribution of Central assistance for financing state 
plans; 

(fz) the revenue resources of those states for the five-years 
ending with the financial year 1978-79 on the basis of 
the levels of taxation likely to be reached at the end 
of the financial year 1973-74; 

(/z7) the requirements on revenue account of those states 
to meet the expenditure on administration taking also 
into account such provision for emoluments of Govern- 
ment employees, teachers and local body employees as 
obtaining on a specified date as the Commission deem 
it proper in the light of the states’ capacity and needs, 
interest charges in respect of their debt, transfer of 
funds to local bodies and aided institutions and other 
committed expenditure ; 

(zv) adequate maintenance and upkeep of capital assets a d 
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maintenance of Plan schemes completed by the end of 
1973-74, the norms, if any on the basis of which 
specified amounts are allowed for the maintenance of 
different categories of capital assets befng indicated by 
the Commission; 

(v) the requirements of States which are backward in 
standards of general administration for upgrading the 
administration with a view to bringing it to the levels 
obtaining in the more advanced States over a period 
often years; and 

(vf) the scope for better fiscal management and economy 
consistent with efficiency which may be effected 
by the States in their administrative maintenance, 
developmental and other expenditure ; 

The Sixth Cammission broadly accepted the approach of the 
earlier finance Commissions that grants-in-aid of the revenues 
of the states should be related to their fiscal needs. The Com- 
mission, however, considered a close critical scrutiny of the 
forecasts of receipts and expenditure of State governments 
for the period covered by its award as an essential first step in 
the determination of fiscal needs. The Commission adopted 
specific criteria to reassess the forecasts of revenues and 
expenditures presented to it by the State governments. In an 
attempt to enforce fiscal discipline, it assumed rediaction of 
arrears of taxes outstanding to more reasonable limits. It also 
reassessed the receipts by way of interest on loans advanced to 
electricity boards, road transport undertakings and third parties 
according to certain minimum standards considered appropriate 
by it. In the case of major and medium irrigation projects, it 
stipulated that at least the charges for maintenance shall be 
fully covered by the terminal year of its award. Thus, while it 
made every effort to assure the states adequate resources to 
maintain budgetary equilibrium, it did not adopt the approach 
of mechanically filling up of the gap between receipts and expen- 
diture at the existing levels of efficiency in the collection of 
revenue ahd management of public enterprises. Its proposals 
envisaged determined and purposeful efforts on the part of the 
states at redaction of arrears of taxes and improvement of 
returns from investments in quasi-commercial and commercial 
projects. 
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With regard to the committed liabilities of the states on 
account of the Plan which the Commission had to take into 
account in assessing the need for grants-in-aid, the Commission 
was of the view^hat unless the normal growth of tax revenue 
of State governments and returns from commercial projects 
generated the additional resources to absorb a sizable part 
of such committed expenditure which resulted from the 
completion of every five-year plan, the central devolution to 
cover the same would soon rise to a level at which resources 
available for sustaining further development would be serious- 
ly eroded. This was not considered a healthy trend in federal 
finance. 

The Commission adopted a normative approach also in 
reassessing the demands of the States for funds for raising 
emoluments of government employees, teachers in aided insti- 
tutions and employees of local bodies. These requirements 
were taken into account in determining the revenue gaps/ 
surpluses of states. The approach of the Cammission in this 
regard, therefore, was not only to reward the states for their 
fiscal prudence but also to bring about, over a period of time 
a greater measure of equality in levels of scales of pay and 
other allowances among states. 

The Commission also sought to redress to the extent pos- 
sible, legkimate grievances of the states about inadequacy of 
funds for maintenance of the existing assets such as buildings, 
and roads at satisfactory levels. Therefore it made reasonably 
adequate provision for maintenance of these assets. Further, 
in order to ensure that the allocations made for the mainten- 
ance of these assets particularly irrigation works and roads are 
utilised for the purpose for which they are intended and that 
they are not diverted to other uses, it proposed that the provi- 
sions allowed by it for maintenance of roads should be assessed 
together with the outlays to be provided in the Fifth Plan for 
construction of roads. For purposes of regulating central assis- 
tance for the annual plan, it suggested that only the aggregate 
expenditure on roads in excess of the provisions allowed by it 
for maintenance should be reckoned as plan expenditure qua- 
lifying for assistance. Similar provision was made also with 
regard to irrigation works. In order to enable the Planning 
Commission and the Ministry of Finance to apply these checks. 
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it set out state-wise outlays of the provisions made by it for 
maintenance of roads, irrigation and flood protection works. 

But the most significant departure that the ^ Sixth Finance 
Commission maie from the approach of the ^’earlier Commis- 
sions was in the process it initiated for enabling the states 
which were backward in standards of general administration 
to come up to a certain national minimum. For this purpose, 
it id^'ntified certain administrative and social services of crucial 
importance and proposed that the states whose expenditure in 
per capita terms was^ below the all States average should be 
enabled to come up to such an average by the last year of the 
award of the Commission. Among these services, it considered 
primary education, medical and public health and welfare of 
scheduled castes, scheduled tribes and other backward classes 
to be of crucial importance for the well-being of the people 
and particularly the weaker sections. In view of the fact that 
the special grants-in-aid provided by the First Finance Commis- 
sion for promoting primary education in backward states and 
the grants provided by the Third Finance Commission for im- 
provement of communications in certain states were not utilis- 
ed for the purposes for which they were intended, the Sixth 
Finance Commission thought it essential to devise suitable 
special safeguards against division of the funds so provided for 
improvement of these services to other purposes. Therefore, 
it emphasised the need for effective and purposeful monitoring 
of the special grants earmarked for administrative upgrada- 
tion. To this end, it made an important suggestion that the 
concerned administrative ministry at the Centre and the Plan- 
ning Commission should, as part of their scrutiny of the 
annual Plans of the states, take special care to verify whether 
funds provided by it for primary education, medical and pub- 
lic health and welfare of scheduled castes and tribes and other 
backward classes were utilised on these services. It further 
suggested that only such expenditure on these services as was 
in excess of the provisions indicated by the Commission under 
these heads should be treated as plan expenditure qualifying 
for central assistance. 

The Commission also examined a few other related questions 
and made recommendations in regard to them. One such ques- 
tion was the non-Plan grants made by the Centre to the States 
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such as relief and rehabilitation of displaced persons, relief 
and other measures necessitated by hos?tilities, construction and 
maintenance ojpborder roads, labour and employment, deve- 
lopment of bor(?er areas, assistance to Jammu and Kashmir 
for transport of rice and wheat incentive, bonus for higher pro- 
curement of foodgrains, modernisation of police force and 
Central Road Fund. In respect of Central assistance for 
schemes which were not uniformly applicable to all states, 
such as payment of bonus for procurement of foodgrains, 
development of border areas, and construction of roads from 
the Central Road Fund, the Commission omitted both revenue 
receipts on account of Government of India’s grants to the 
State governments and the related expenditure in the state fore- 
casts. It recommended that if these schemes were to be conti- 
nued, the non-plan grants will have also to be continued by 
the Central Government. As regards the schemes of continu- 
ing nature being implemented generally in most of the states, 
the Commission allowed after necessary secrutiny the non-PIan 
expenditure of the State governments but the corresponding 
grant from the Centre was omitted in the reassessment of 
revenue receipts. In these cases the Central Government was 
asked not to sanction any non-plan grant as the expenditure 
on these schemes should be met from the revenues of the States 
as reassessed by the Commission. 

On the basis of the reassessment of revenue receipts and 
non-Plan revenue expenditure of the states and the principles 
and general considerations already mentioned and after setting 
off the resources estimated to accrue to them from devolution 
of taxes and duties, the surpluses and deficits of the State 
governments during the five year period 1974-79 were estimat- 
ed and the following amounts of grants-in-aid were recom- 
mended as shown in Table 9.8. 

A Critical Assessment 

An assessment of the grants-in-aid recommended by the 
successive Finance Commissions shows that the predominant 
consideration which guided them in this regard was to help the 
states achieve budgetary equilibrium. This is why the basic 
norm adopted for the allocation and determination of the 
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amount of grant-in-aid to a state was its fiscal needs. The 
concept of fiscal needs, however, tended to undergo a change 
progressively with the successive Finance Commissions. But 
the dichotomy between the fiscal need to £nance the Five- 
Year Plans and that to finance the non-Plan expenditure tend- 
ed to persist. The Third Finance Commission had made an 
integrated assessment of the Fiscal needs of the states both on 
account of the need to finance the Plan and the non-Plan 
expenditure and recommended grants-in-aid to finance 75 per 
cent of the revenue component of the Plan expenditure but 
this recommendation was not accepted by the Union Govern- 
ment. Thus two bodies have been making an assessment of 
the fiscal needs of the states ; the Finance Commission have 
been making the assessment of non-Plan fiscal needs while the 
Planning Commission has been making an assessment of the 
plan needs of the states. This kind of approach is neither 
scientific nor logical nor satisfactory. 

Table 9.8 


{Rs Crores) 


States 

Total 
amount 
to be 
paid in 
five 
years 

1974-75 

1975-76 

1976-77 

1977-78 

On 

lx 

ob 

0\ 

Andhra Pradesh 

205.93 

42.83 

43.47 

41.89 

39.45 

38.29 

Assam 

2.54.53 

49.66 

51.33 

50 60 

51.35 

51,59 

Bihar 

IC6.29 

18.78 

23.92 

21.12 

21.53 

20.93 

Himachal Pradesh 

160-96 

31.72 

32.02 

32.15 

32.42 

32.65 

Jammu & Kashmir 

173.49 

34.57 

34.65 

34.73 

34.83 

34.71 

Kerala 

208.93 

43 85 

43.46 

41.19 

40.92 

39.51 

Manipur 

114.53 

21.05 

21.97 

22.85 

23.84 

24.82 

Meghalaya 

74.67 

33 61 

14.23 

14.90 

15.63 

16.30 

Nagaland 

128.84 

23.77 

24.68 

25.72 

26.77 

27.90 

Orissa 

304.73 

56.97 

60.11 

61.00 

62.56 

64.09 

Rajasthan 

230.53 

49.30 

48.57 

46.05 

44.30 

42.31 

Tripura 

112.50 

20.66 

21.53 

22.44 

23.45 

24.42 

Uttar Pradesh 

198.83 

21.61 

33.91 

39.23 

49.10 

54.98 

West Bengal 

234.86 

53.29 

49.27 

46.57 

44 55 

41.18 

Total 

2509.61 

481.67 

503.12 500.44 

510.70 

513,68 


The fiscal needs ofstates on account of non-Plan expenditure 
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have been assessed by the Finance Commissions in terms 
of their projections of the grants of revenue resources and 
expenditures bliilt up on the basis of certain normative rates 
of growth. But* the norms evolved were based upon various 
assumptions which were not fulfilled with the result that the 
projections widely diverged from the actual developments. 
Thus the assessments of the fiscal needs of the states by the 
Finance Commissions have in most cases gone astray. But the 
Finance Commissions tried to do full justice to the states in 
talcing a comprehensive view of their non-Plan fiscal needs. It 
is, however, to be remembered that the role of the Commis- 
sions has been strictly limited in view of the terms of reference 
defined in the President’s orders. As a result the concept of 
fiscal need adopted by the Finance Commission was not envi- 
saged in terms of filling up the gaps of unevennes between the 
states but in terms of filling up the gaps in their non-Plan 
budgets and so the role of the grants-in-aid recommended by 
the Finance Commission was of a limited nature. 

The Sixth Finance Commission made a significant departure 
in recommending grants-in-aid for the equalisation of the 
standards of some of the basic services among the states. But 
it is worth enquiring if the states have made effective use of the 
resources transferred to them in this regard and if their stand- 
ards of barsic administrative services have tended to be equa- 
lised and the disparities narrowed down. Table 9.9 indicates 
the per capita expenditures of the states on various items in 
1977-78 in terms of their population in 1971. 

The figures in Table 9.9 are quite revealing. Some of the states 
such as Himachal Pradesh, Jammu and Kashmir, Manipur, 
Meghalaya, Nagaland, Sikkim and Tripura are a class apart 
and some of them are newly formed states in which the per 
capita expenditure is higher than the all-India average because 
of their large dependence on Central grants. These states had 
very gross deficiencies in the basic administrative services which 
are, therefore, being developed as a result of a larger per 
capita expenditure sustained largely by Central assistance. But 
even among these states, there are large disparities in per 
capita expenditures. Bihar has the lowest per capita expendi- 
ture so much so that the ratio between per capita expenditure 
of Bihar and Punjab is 1:3 and in the case of health and medical 
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services, the ratio between these states of per capita expen- 
diture is about 1:4, in the Cfise of education it is 1:2. In the 
case of Bihar and Maharashtra, also these disparities are 
large. 


Table 9.9 


States 

Per capita 
expenditure 

Per capita 
development 
expenditure 

Per capita (In Rupees^ 
expenditure Per capita 
on education expenditure 
on medical, 
public health 
etc. 

Andhra Pradesh 

211.5 

164.1 

36.4 

19.1 

Assam 

173.3 

123.8 

33.3 

14 6 

Bihar 

109.4 

79.8 

20.3 

8.8 

Gujarat 

222.8 

163.7 

44.7 

21.2 

Haryana 

302.9 

236.1 

40.2 

22.1 

Himachal Pradesh 

363 0 

281.0 

75.0 

34.4 

Jammu and Kashmir 

500.4 

377.5 

56.0 

49 4 

Karnataka 

231.6 

174.0 

45.3 

18.3 

Kerala 

235.2 

180 0 

73.1 

26.0 

Madhya Pradesh 

178.2 

133.0 

30.0 

16.6 

Maharashtra 

262.4 

184.6 

44.0 

21.6 

Manipur 

559.5 

400.0 

78.0 

31.0 

Meghalaya 

451 0 

339.0 

59.2 

52.0 

“"Nagaland 

1211.0 

849.0 

118.4 

- 104.0 

Orissa 

194.0 

144.0 

33.8 

15.1 

Punjab 

292.6 

227 6 

59.0 

28.7 

Rajasthan 

217.0 

160.3 

40.0 

26.1 

Sikkim 

1013.5 

856 0 

86.0 

81.5 

Tamil Nadu 

176.3 

121.3 

39.5 

18.1 

Tripura 

348.2 

257.2 

65.4 

22.9 

Uttar Pradesh 

150.2 

1C5.1 

27.5 

9.8 

West Bengal 

182.0 

130.1 

34.5 

18.5 

(Estimated) 






It follows, therefore, that there are wide differences in the 
standards of basic administrative services between the different 
states and the objective of achieving inter-regional balance in 
development and equalisation of the standards of administra- 
tive services among the states still remains a distant goal of 
national policy. 

The way in which the the different Finance Commissions. 
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have approached this problem of bringing the administrative 
standards in the backward states to a minimum level repre- 
sents largely an^ ad hoc and patch wdrk view of the question. 
This is well illustrated by the fact that while the first Finance 
Commission recommended gaants-in-aid to some states to 
bring the level of primary education to an all-India minimum 
average, the third Finance Commission recommended grants- 
in-aid for the development of communications to some of the 
relatively backward states. But even these grants were not 
utilised by the states concerned and the money so earmarked 
was diverted to other uses and so the purpose of these grants 
was defeated. The sixth Finance Commission did make a 
wider approach in this regard by recommending grants-in-aid 
to some states for bringing the standards of some of the basic 
administrative and social services to a minimum level. But 
it seems that by the end of 1977-78, the purpose was not 
achieved as revealed by the figures mentiond above. 

It is to be recognised that it is the Five-Year Plan which 
alone can be an effective instrument to achieve inter-regional 
balance in economic development. But though the different 
plans have paid a lip service to the achievment of the objective 
of regional balance, the technique of planning and the size 
of the state plans have not been such so as to contribute 
significantly to the correction of inter-regional imbalances. 

The stale plans have not contributed to the correction of 
inter-regional imbalances because of the size of the state plans 
of the backward states has been smaller due to their limited 
resources and the Central assistance to states under the Gadgil 
formula has given a large weightage to population which is not 
a satisfactory index of backwardness. The assistance should 
have been allocated in terms of backwardness of states as 
quantitatively indicated by the distance of a state per capita 
income of the state with the higher per capita income. Had 
the resource planning and allocation by the Planning Commis- 
sion been made on the basis of this principle, considerable 
progress would have been made by now in correcting inter- 
regional imbalances. 



226 


Federal Finance and Economic jjeyeiopmeni in inaia 


References 

1. Hansen A.H. and h!s. Perloff, State and Lofal Finance in The 
National Economy, 

2. ibid, 

3* 'FederaFState Relations"\ A Report to the Congress, 1949. quoted 
in Maxwell, J A., Ferdeal Grants and the Business Cycle. 

4. “Federalism Revisited”, The Economist, July 9, 1955. 

5. Maxwell, J.A. Federal Grants and the Business Cycle. 

6. Third Report of the Australian Commonwealth Grants Commission, 
p. 75. 

7. Hansen and Perlc»ff. op. cit. 

8. Singh Baljit Federal Finance and Underdeveloped Economy, 1952, 
pp. 95-96. 

9. Bhargava, R.N,, “The Finance Commission”, The Indian Journal of 
Economics, April, 1954. 

10. The Draft Outline of the First Five Year Plan, 1951, p. 42. 

11. ibid. 

12. Letter from the Planning Commission to the State Governments, 
quoted in Draft outline of the First Five Year Plan, op. cit., 
p, 96. 

13. The Report of the Finance Commission, 1957, p. 23. 

14. The Report of the Finance Commission, 1952, p. 96. 

15. ibid. 

16. ibid. 

27, ibid., p., 97. 

18. ibid. 

19. ibid 

20. ibid., p. 101. 

21. Report of the Finance Commission, op. cit., pp. 103-107. 

22. The Report of the Finance Commission, 1957, p. 24. 

23. ibid., p. 25. 

24. ibid., p. 34 



10 


THE Seventh finance commission 

RECOMMENDATIONS: A CRITICAL 

ANALYSIS 


Total Resource Devolution to States 

The recommendations of the seventh Finance Commission 
with Justice Shelat as its Chirman mark an important land- 
mark in the field of evolution of new norms governing inter- 
governmental financial relations in India. The recommenda- 
tions of the Commission which were accepted-by„th e . Goyerg-.. 
ment of India with a few and minor exceptions are significant 
in many aspects. Not only have they involved a devolution of 
much larger volume of resources to the states, but have given 
substantial debt relief to them and have evolved definite norms 
for devoktion of discretionary transfers of resources to the 
States for natural calamities. 

The total volume of resource transfers envisaged under the 
award of the seventh Finance Commission is estimated to be 
Rs. 23067 crores during the five-year period 1979-84 which 
apparently seems to be greater by about Rs, 10,000 crores under 
the sixth Finance Commission award. But a better way to make 
a comparison of the resources to be transferred under the two 
awards would be in terms of the resources to be transferred 
under the seventh Finance Commission and the amount of 
resources which would have been transferred to the states had 
the award of the sixth Finance Commission been continued 
unaltered. The total resource transfers estimated by the sixth 
Finance Commission over the period 1974-79 amounted to Rs. 
10,000 crores, but in fact it turned out to be about Rs. 1 1,200 
crores. If the recent trends in resources were maintained, the 
continuation of thfe sixth Finance Commission scheme would 
have given the states about Rs. 16,150 crores. As against this, 
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the seventh Commission proposals including dept relief would 
involve a total transfer estimated at Rs. 23,062 ^crores. This is 
very substantial increase indeed. 

A breakdown of the resource transfers under the award of 
the seventh Finance Commission is given in Table 10. 1. 


Table 10.1 

{Amount in craves of rupees) 



Rs. 

1. Share in income tax 

4791 

2, Share in Central Excises 

11,347 

3. Additional Excises 

1867 

4. Railway fare tax compensation 

81 

5. Estate duty 

64 

6. New duty on power 

1146 

7. General grants 

1173 

8. Upgradation grants 

437 

9. Debt relief 

2157 

Total 

23062 


In its task of devolution of resources to the states, the 
Finance Commission is called upon to estimate the non-plan 
revenue gaps in the finances of the states. After these gaps are 
estimated, the Commission proceeds first to allocate the tax 
shares. As a result it is found that some states emerge with 
surpluses which thev are expected to carry over to their plan 
budgets. Others which have deficits get grants to fill the esti- 
mated gaps. The estimates made by the seventh Finance Com- 
mission of the revenues and expenditures of the states have 
been quite favourable to them, though there are wide differences 
in the estimates made by the States and the Finance Commis- 
sion. In general, however, the percentage increases made by 
the Commission in the States’ estimates of their revenues have 
been smaller than the percentage reductions made by it on the 
re-assessment of their expenditure. The Commission has found 
the States’ revenue receipts estimates to be more reliable than 
their estimates of expenditure. Thus, the net result of re-assess- 
ment by the Commission is that the non-Plan revenue gaps esti- 
mated by the Commission are considerably less than those 
indicated by the states themselves. The striking thing is that 
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in some cases the Commission’s estimates of the gaps have 
been less than half or even one-third of the states’ estimates and 
in a few casei deficits have been re-assessed into surpluses. 

This is indicated in Table 10.2. 


Table 10.2 


Surplus or 
deficit as 
States estimated 

by State 
govern- 
ments 

Surplus or 
deficit as 
reassessed 
by the 
Commis- 
sion 

Total 

devolu- 

tion 

Surplus 
or deficit 
after de- 
volution 

Statu- 

tory 

Grants 

1. Andhra Pradesh 

-2652 

— 580 

1503 

+ 923 

-- 

2. Assam 

-1113 

- 480 

497 

+ 87 

— 

3. Bihar 

-3552 

—1058 

2150 

+ 1092 

- 

4. Gujarat 

oo 

1 

164 

964 

+1128 

— 

5. Haryana 

-{- 229 

4- 370 

309 

679 

— 

6. Himachal Pradesh 

- 489 

- 317 

110 

- 207 

207 

7. Jammu & Kashmir 

-1010 

- 359 

159 

- 200 

200 

8. Karnataka 

-1743 

+ 1 

1005 

+ 1006 

- 

9. Kerala 

-2621 

- 531 

766 

+ 235 

— 

10. Madhya Pradesh 

-2072 

- 423 

1534 

+ 1111 

- 

11. Maharashtra 

-1376 

+ 1291 

1714 

+3005 

— 

12. Manipur 

- 295 

- 184 

38 

- 146 

146 

13. Meghalaya 

- 246 

- 129 

36 

- 93 

93 

14. Nagaland 

- 385 

- 236 

18 

— 218 

218 , 

15. Qrissa 

-1817 

- 952 

815 

- 137 

137 

16. Punjab 

- 643 

+ 390 

420 

+ 810 

— 

17. Rajasthan 

-2115 

- 663 

883 

+ 220 

— 

18. Sikkim 

- 36 

- 36 

— 

- 36 

36 

19. Tamil Nadu 

-2363 

- 849 

1479 

+ 627 

- 

20. Tripura 

- 305 

- 196 

59 

- 137 

137 

21. Uttar Pradesh 

-6211 

-1259 

3203 

1944 

— 

22. West Bengal 

-3046 

- 857 

1572 

+ 715 


Total 

-34,338 

-9040 

19331 

+ 13582 

1173 


+ 229 

+2216 





-34,109 

-6824 





Source: Seventh Finance Commission Report, (Figures for total devolu- 
tion exclude Rs. 64 crores of Estate duty, the State-wise alloca- 
tion of which has not been worked out as yec.) 


The figures in the above Table are quite revealing. Haryana 
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was the only state which itself showed a surplus. On the other 
hand, Maharashtra’s own pstimate of a deficit of Rs. 1376 
crores was transferred into a surplus of Rs. 1291 cr6res on re- 
assessment by the Finance Commission making a difference 
of Rs. 2667 crores. Other States, whose estimates of deficits 
were similarly transferred into surpluses were Gujarat and 
Punjab. In the case of Karnataka a deficit of Rs. 1743 crores 
was converted into a small surplus of Rs. 1.15 crores. In many 
cases, the large gaps shown by the states resulted from the 
inclusion of expenditures not properly classifiable as non-Plan, 
but the point to note here is that such wide divergences between 
the states’ estimates and the assessments by the Commission 
reflect poorly on the budgeting techniques and the bargaining 
strategy adopted in this regard by the states. 

The Table 10.2 indicates that 21 states estimated a deficit of 
Rs. 34,338 crores while Table 10.1 showed a surplus of Rs. 229 
crores, making a net total deficit of Rs. 34,109 crores. But the 
Commission’s re-assessment has led to a total deficit of Rs. 9040 
crores for 17 states and total surpluses of Rs. 2216 crores for 
five states making a net total gap of Rs. 6824 crores. The tax 
devolution recommended by the Commission has converted 
some of the deficits into surpluses and some into reduced 
deficits, while in the few cases indicated above the estimated 
surpluses were converted into larger surpluses. The extreme 
case is that of Maharashtra whose re-assessed surplus of 
Rs. 1291 crores became a final surplus of Rs. 3005 crores. 

This has the effect of accentuating the inequalities in the 
resources of States and consequently the inter-regional im- 
balances in the rates of growth. Such have been the invariable 
effects of the devolution of resources to the states in terms of 
the states’ shares in the transfers of tax resources under the 
Finance Commission system, but the recommendations of the 
seventh Finance Commission have made the position still 
more glaring because of the large size of the devolution of 
resources largely in terms of tax shares. The reason is that the 
allocation of resources in the form of shares in taxes is made 
among the States on the basis of uniform principles and they, 
therefore, do not take into account the gaps of unevenness in 
the financial resources of the different States. The States have 
been pressing for larger transfers of resources in terms of shares 
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in divisible taxes because such transfers are unconditional and 
are compatible^ with the financial autonomy of the state. But 
they have the potential of aggravating the financial inequa- 
lities among the States in a context when these are already 
very staggering. 

Allocation of Tax Receipts 

The share of the states in the divisible pool of income tax 
has been raised from 80 per cent to 85 per dent, with regard to 
the distribution of share in the divisible pool of income tax, the 
Finance Commission has continued the existing formula of 
distribution with a 90 per cent weightage on population and 
10 per cent on collection. The changes made in the case of the 
minor sources are also not of much significance. The grant in 
lieu of the tax on railway passenger fares has been based on the 
sale of non-suburban tickets in the respective States instead of 
on route mileage. The net proceeds of Estate duty (excluding 
the share of Union territories) have been “distributed in propor- 
tion to the gross volume of the immovable property and pro- 
perty other than immovable property taken together located in 
each state and brought into assessment”.^ Any property located 
outside India will be taken as located in the state in which it is 
brought into assessment. This is a change from the sixth 
Finance Commission formula which distributed the proceeds 
from movable property according to population. The grant on 
account of the wealth tax on agricultural property will be 
equivalent to net collection in each state and not proportional 
to the agricultural property located and assessed in the state. 

The most important element in the recommendations is 
regarding the division of the union excise receipts between the 
states and the Centre. The share of the states has been raised 
to 40 per cent from the level of 20 per cent and this at one 
stroke increased the divisible pool by nearly Rs, 6000 crores in 
the five year period. As regards the distribution of the divisible 
pool of the basic excise receipts among the states, the earlier 
Commission had all given large weightage to population with 
20 to 25 per cent weight on some indicator of backwardness. 
The sixth Finance Commission awarded 75 per cent of the 
divisible amount to each state on population and the remaining 
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25 per cent on the product of the population of the state and 
the distance between the per capita income of f>he State and the 
highest per capita income among all the st-ates i e., the per 
capita income of Punjab. The Seventh Finance Commission 
considered this as inadequately progressive and gave its own 
formula which gives an equal 25 per cent W'eightage to each of 
the four factors: population, the inverse of the per capita state 
domestic product: a specially calculated poverty ratio and a 
revenue equalisation factor. But the question arises that the per 
capita state domestic product is not a precise indicator of per 
capita income in the state when it has extensive trade and pay- 
ments relations with other states. 

The poverty ratios used by the Commission have been 
worked out by Dr. Raj Krishna, one of its members. The out- 
off levels chosen by him were the Dandekar-Rath figures of 
Rs. 15 and Rs. 29.50 at 1960-61 prices per capita per month 
for rural and urban areas respectively. Specific poverty lines 
have been calculated for Id States by using Pranab Bardhan’s 
State indices of rural consumer prices in 1960-61 which were 
based on the study made by G.S. Chatterjee and N. Bhatta- 
charya. For the urban areas, the three-year average of the 
woiking class consumer price index was used. The result has 
then been adjusted to 1970-71 prices by using the consumer 
price index for agricultural labour and that for the urban work- 
ing class. These then have been further adjusted upward by 
adding the per capita monthly public expenditure by each State 
government on health and family planning, water supply and 
sanitation, education, administration of police, jails and 
courts, roads and social welfare. The ‘poverty ratio’ or the 
cumulative percentage of persons below these “augmented 
poverty lines” have found by linear interpolation in the rele- 
vant expenditure bracket. The number of persons below the 
line in each state was derived by applying the percentage to the 
1971 population. The final poverty percentage for a state is the 
percentage of such persons in that State to the 15 state popula- 
tion of such persons. 

From this it follows that a state’s share in the total popula- 
tion of the 15 states may be smaller as compared to its poverty 
percentage. Thus Bihar has a poverty percentage of 13.03 and 
10.35 of the total population of these 15 states. Its share in the 
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number of poor persons is thus substantially larger than its 
5hare in the^total population. The States in which the poverty 
percentage w§.s worked out to be higher than their share in the 
total population were Bihar, Kerala, Orissa, Madhya Pradesh, 
Tamil Nadu and West Bengal. For the six of the States other 
than the 15 covered by the exercise — Himachal Pradesh, 
Jammu and Kashmir, Manipur, Meghalaya, Nagaland and 
•Sikkim — the poverty ratios have been assurned to be the same 
as that for Assam while the West Bengal ratio has been taken 
for Tripura. 

This exercise has indicated some very interesting features. 
•Some of the states generally considered relatively rich have 
shown high poverty percentage — these include Tamil Nadu and 
West Bengal; on the other band, the share of Uttar Pradesh in 
total number of poor persons is less than its share in the total 
population. From a comparison of the ‘poverty ratios’ within 
the states, it was found that these (for rural and urban together) 
are as high as 64.06 for Bihar, 62.25 for Kerala, 67.50 for 
Orissa, 60,71 for Tamil Nadu and 62.28 for West Bengal. In 
some cases the differences between the rural and urban ratios 
are quite large. In West Bengal the percentage of people below 
the augmented poverty line is 70.82 in rural areas and 36.30 in 
urban areas. In Gujarat, Karnataka, Kerala and Tamil Nadu 
the two ratios are close to each other, while in Andhra 
Pradesh, Haryana, Punjab, Rajasthan and Uttar Pradesh it is 
the urban poverty ratio which is higher than the rural ratio. 

Revenue Equalisation Formula 

The principle behind the revenue equalisation formula 
adopted by the Commissions is that “States which are less 
favourably placed in regard to their resource potential should 
be specially helped in order to place them in a position where 
they also can take steps more readily for the betterment of the 
people.”^ The method adopted was that leaving out the states 
of Manipur, Meghalaya, Nagaland, Sikkim, and Tripura, the 
average of the per capita tax and non-tax revenues of each 
state for 1975-76 and 1976-77 has been regressed on the 
average per capita income for 1975 - 76 . The per capita revenue 
potential of each state has then been derived from the distance 
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between the result of this and the highest estimated per capita 
revenue among all states i.e.,^ of Punjab multiplied b^y the popu- 
lation of the State. As 1977-78 and 1978-79 haye not been 
taken into account, no state has been rewarded for failure to 
increase resources recently, nor penalised for having raised 
larger revenues. But a weightage of only 25 per cent has been 
given to this factor in the distribution of the divisible receipts 
of basic excise among the states and this factor will not be able 
to achieve equalisation in the resources of the different states 
in a scheme in which*^ there is a built-in tendency to increase 
inter-state disparities. Secondly, the impact of this factor of 
equalisation formula has not been significant because the 
resources involved amount only to Rs. 500 crores per year. 

Additional Excise Duties 

The seventh Finance Commission set two principles — one 
for sugar on the basis of the average despatches to the states 
during the recent past and the other for tobacco and taxtiles 
on the basis of the product of the population and per capita 
state domestic product. The assumption in the case of sugar 
is that consumption in a state is proportional to the supplies 
received and in the case of the other group that consumption 
isrproportional to the state’s domestic product. 

The first assumption, however, is vitiated when there are 
movements across the state and the second does not take into« 
account the pattern of income distribution. What appears to* 
be most significant is that in spite of the over-riding desire to* 
secure more equality, the seventh Finance Commission formula. 
has allotted relatively more to states like Maharashtra and 
Punjab and less to states like Bihar or Uttar Pradesh as com- 
pared with the sixth Finance Commission allocation. Thus the- 
formulae used by the seventh Commission do not constitute 
better determinants of state consumption than those used 
earlier. If the ultimate objective of the distribution of tax. 
shares is to reduce disparities, the problem has been accentuat- 
ed by the inequality resulting from the allocation of receipts 
from additional excises. 

A comparison with the Sixth Finance Commission formula 
shows that for most of the states, the percentage* shares have 
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not changed much. The benefits and losses from the new "con- 
sumption criteria’ are concentrated amqng a few states only. 
Table 10.3 showij comparative position under the awards of the 
two Commissions? 


Table 10.3 


a) 

States 


(Percentage) 

Sixth 

Commis- 

Seventh Commission sion 

(2) (3) (4) (5) 

Sugar Textiles Weighted 

and Average 


1. Andhra Pradesh 

2. Assam 

3. Bihar 

4. Gujarat 

5. Haryana 

6. Himachal Pradesh 

7. Jammu & Kashmir 

8. Karnataka 

9. Kerala 

10. Madhya Pradesh 

11. Maharashtra 

12. Manipur 

13. Meghalaya 

14. Nagaland 

15. Orissa 

16. Punjab 

17. Rajasthan 

18. Sikkim 

19. Tamil Nadu 

20. Tripura 

21. Uttar Pradesh 

22. West Bengal 


Tobacco 

7.46 8.39 


5.245 

8.018 

2.408 

2.297 

5.933 

7.219 

8.742 

6 013 

2.656 

2.789 

0.860 

0.734 

0.831 

0.744 

4.901 

6.081 

3.783 

4.021 

6.019 

6.419 

17.082 

13.506 

0.143 

0,185 

0.029 

0.171 

0.115 

0.081 

2,178 

3.456 

6.220 

4.268 

4.729 

4.365 

0.057 

0.034 

6.449 

7.707 

0.172 

0.256 

13.184 

12.544 

8.254 

9.091 


2.32 

2.47 

6.96 

9.36 

6.56 

5.91 

2.76 

1.94 

0.76 

0.59 

0.76 

0.73 

5.85 

5.62 

3.97 

3 58 

6.34 

6.98 

14.20 

11,65 

0.18 

0.17 

0.14 

0.17 

0.09 

0.08 

3.20 

3.59 

4.66 

2.68 

4.44 

4.17 

0.04 

— 

7.46 

7 27 

0.24 

0.25 

12.67 

16.10 

8.92 

8.30 


Total 


100.00 100.00 100.00 100.00 


Note: (For making the comparison meaningful, the two schedules given 
by the Seventh Finance Commission have been combined with a single 
schedule of weighted averages assuming that the receipts from tht duties 
in tobacco and textiles will continue to be four times the receipts from 
sugar) quoted from B. Datta, “Our Crumbling Federal Finance Sytem, 
Economic and Political Weekly, January 13, 1979. 
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A Critical Assessment 

f . « 

The recommendations of the seventh Finange Commission 
have the effect of increasing the inequalities^mong the states 
as compared to the sixth Finance Commission’s recommenda- 
tions for a number of reasons. Though the recommendations 
of the seventh Commission have increased substantially the 
non-Plan revenue resources of the states, the intention of secur- 
ing progressiveness according to needs on the part of the Com- 
mission has not succeeded in evolving a pattern of resource 
allocation which could contribute to a greater balance in inter- 
regional development. Instead the disparities in the resources 
available to the states have been further magnified. The per 
capita transfers under the sixth Commission aw^ards were 
written a smaller range of variation and were higher for 
states like Orissa, Bihar or Uttar Pradesh than for Maharashtra, 
Punjab or Haryana. The reason for the seventh Finance Com- 
mission recommendations resulting in greater inequalities 
among states is the much greater dependence on tax shares than 
on grants in resource allocation. In spite of a more equitable 
formula for the allocation of resources from Central excises, 
the recommendations have resulted in very large revenue sur- 
pluses in the non-PIan budgets of the richer states like Maha- 
rashtra, which they would use for financing development plans 
of a much larger size leading to increasing the disparities in 
inter-regional levels of economic development. For example, the 
surplus of Maharashtra is estimated at Rs. 3005 crores while 
Bihar will have a surplus of only Rs. 1092 crores and Uttar 
Pradesh of Rs. 1944 crores, while Orissa will have a deficit of 
Rs. 137 crores which would be made up by a grant of this 
amount recommended by the Commission, 

A larger allocation of resources through grants designed on 
a progressive basis in relation to the poverty ratios of different 
states would have been a more rational and equitable method of 
resource allocation among states to achieve a greater measure 
of equalisation. The sixth Finance Commission award had 
given 70. 1 2 per cent of the total transfers through tax-sharing 
and 29,88 per cent through grants while the seventh Commis- 
sion has given 92.3 per cent through tax devolution and only 
7.7 per cent through giants. The grants undpr the sixth Finance 



The Seventh Finance Commission ^commendations 


237 


Coinmission recommendations amounted to Rs. 2510 crores for 
14 States andithese were in addition to the special upgradation 
grants for improving administration and social services 
amounting to Rs. 838 crores. The seventh Finance Commis- 
sion’s grants to fill in the gaps in the non-plan resources for 
eight states come to Rs. 1 173 crores and the upgradation grants 
are also much less at Rs. 437 crores. The eight states getting 
the statutory grants are Orissa and the seven hill states. These 
facts are, therefore, enough to show that achievement of equali- 
sation in the resources of the states and t&eir levels of develop- 
ment was not at all the guiding consideration in the recom- 
mendations of the seventh Finance Commission* 

It is true that the states have shown a much greater interest 
in allocation of larger resources through tax sharing and there 
are some way justifiable reasons for larger allocation of resour- 
ces through the device of tax shares. They stimulate the interest 
of the states in developing the tax basis of the economy and 
they share in the buoyancy of resources. But the allocation of 
resources through tax shares on the basis of uniform principles 
among states is bound to accentuate the inequalities among 
states. A better method to achieve equalisation would have 
been to reduce the importance of tax shares in resource alloca- 
tion among states and to increase the importance of grants 
which could act as equalisers. The achievement of inter-regionaf 
balance in development would involve the allocation of per 
capita much larger resources to the poorer states as compared 
to the richer ones and not an equal per capita transfer as some 
have wrongly argued. 

Raj Krishna Formula 

It is necessary here to analyse the formula devised by Dr. 
Raj Krishna, in his minute of dissent to show if this formula 
was better-designed to achieve equalisation in the resources of 
the states. Though Dr. Raj Krishna was the author of the 
poverty percentage criterion used by the Commission in the 
allocation of receipts from basic excises, the additive 25 per cent 
weightage on the four factors referred to before was criticised 
by him in his dissenting note on the ground that it was not 
sufficiently progressive. In this minute of dissent he was also 
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against giving any weightage to collection or contribution and, 
therefore, recommended a common formula fot; the allocation 
of both income tax and the basic Central excises. He recom- 
mended the distribution of the divisible pool of these taxes on 
the basic of what he called the “income adjusted poverty popu- 
lation” of each state. This was derived by multiplying the popu- 
lation of the state by the poverty ratio (i.e., by taking the total 
number of persons below the augmented poverty line) and then 
dividing it by the per capita income. The revenue distance, the 
fourth variable usedT^y the majority of the seventh Commis- 
sion, was considered important by him but it was brought in 
only when determining the amounts of grants. 

The Raj Krishna formula is that if the population of a 
state is n, the number of persons below the poverty line is p 
and the state domestic product is y, then the ‘poverty ratio’ 
r^pln and the income-adjusted poverty population, 

IAPP= which can be put as ~ or , The ‘poverty 
yin y y 

percentage’ of any state is its own lAPP as a percentage of 
the total lAPP or all states. Thus, it will mean that in terms of 
this formula the share of a state will vary directly with either 
population or poverty ratio and inversely with its per capita 
income. It also follows that if two states have the same" domes- 
tic product and the same number of poor persons, their share 
would differ according to their total populations. If, however, 
two states have the same total state domestic product and the 
same poverty ratio, their shares will differ according to the 
squares of their respective populations. 

The majority report gave a large weightage to population 
in the transfer of resources, but the Raj Krishna formula has 
also assigned it a large importance in the scheme of resource 
allocation, though this formula is more equitable than the for- 
mula evolved by the majority report. Under the Raj Krishna 
formula the proportion of resources transferred to the states 
through tax shares would have been 91 per cent as compared to 
92.3 per cent under the majority formula and so the former 
would have made only a marginal change in the scheme of 
resource allocation. As Dr. Bbabatosh Datta has pointed out, 
“the majority scheme ratains a substantial weightage on popu- 
lation, directly and indirectly, despite the complex formula. 
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Population remains an important element in the Raj Krishna 
formula also almost as important as the sixth Commission 
scheme.”® JThe reason is that the poverty ratio and total popu- 
lation are variables not independent of the total population of 
a state. 

The differences between the final surpluses of the different 
states and of the per capita transfers are smaller under the Raj 
Krishna formula than under the majority scheme. Leaving out 
the hill states, the minimum surplus per capita is Rs. 15 for 
Orissa under the majority allocation and the maximum Rs. 
676 for Haryana (Punjab Rs. 597, and* Maharashtra Rs. 596 
near the top of the scale and Rajasthan 85 and Assam 74 near 
the bottom), under the Raj Krishna formula every state gets a 
minimum per capita surplus of Rs. 100 and the maximum 
is Rs. 577 for Haryana. The ratio between the lowest and 
highest per capita surpluses is 1 to 45.1 in the majority scheme 
while it is 1 to 5.8 in the Raj Krishna plan and so it is more 
equitable and progressive than the majority scheme of devolu- 
tion which was accepted by the Union government. 

JDebt Relief 

An important feature of the gain derived by the states from 
the award of the seventh Finance Commission is from the debt 
relief measures. At the end of 1978-79, the total debts of the 
.State governments were estimated to be of the order of the 
18,785 crores in which the liabilities to the Central Government 
stood at Rs. 13,463 crores and the market loans Rs. 2572 
crores. The remaining amount comprised negotiated loans, 
compensation boards, provident funds and other unfounded 
debt. The Commission estimated that Rs. 943 crores out of the 
total debts to the Centre represented unproductive loans in the 
sense that they were not expected to yield any financial returns. 
These included the loans used for public works, roads and 
bridges and also for education and social welfare. The Com- 
mission recommended for this no-return debt to be written off. 
The states have, however, benefited unequally from this relief 
because the loans of this category constituted varying percen- 
tages of their total debts to the Centre. These percentages were 
naturally high/or the new states. Among the other states, the 
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percentages vary from zero in the case of a number of major 
states to 25 for Kerala and 05 from Assam 

The remaining amount of debt except the small savings^ 
loans was consolidated into one loan in term of i^s recommen- 
dations and then divided into two parts. One part, classified as- 
semi“preductive i.e., not yielding adequate returns, is to be 
repaid in 30 equal instalments from 1979-80 and the other 
part, designated as ‘productive’, is to be repaid in 15 annual 
instalments. The rates of interest on those consolidated debts- 
would be 4.75 and 5.00 per cent respectively. 

All these together have meant a substantial relief to the 
State governments both in interest payment and in annual 
repayments. Leaving out the hill states, one finds that the five 
year relief on this account varies from Rs. 38 croresfor 
Haryana to Rs. 368 crores for Uttar Pradesh, the total for all 
states amounting to Rs. 2,156 crores. 

The Commission also recommended that the states’ share 
in the small savings collections outstanding at the end of 1978- 
79 should be consolidated and then converted into loans in per- 
petuity. This means that the liability of the states to pay 
interest will continue, but the liability to repay the depositors 
would be borne entirely by the Centre. 

The Central Government, however, has not accepted this 
^recommendation, though there is considerable strength Jn the 
argvment of the Commission that the small savings loans are 
not given to the states for the specific purposes and are, there- 
fore, not classifiable and also that the State governments play 
a vital role in mobilising the collections of small savings. The 
Central Government, however, has agreed to grant five-year 
moratorium on the repayment of these small savings loans,, 
thus leaving the Commission’s operative estimates undisturbed^ 

Natural Calamities 

Another important feature which all the states have wel- 
comed is with regard to the financing of the expenditure on 
account of natural calamities. The sixth Commission recommen- 
dations had provided that the amounts granted by the Centre 
in excess of the amount included in the non-plan revenue expen- 
diture estimates should be regarded as advance plan assistance 



The Seventh Finance Commission Recommendations 241 

to be set off against future plan disoursements. This was bad in 
principle because it did not differentiate correctly between the 
consumption and investment element? in the so called relief 
expenditure. So Jo the extent that such expenditure is protec- 
tive, preventive or developmental, there is every reason to 
include it in the plan outlay. But a large part of the expenditure 
immediately following a calamity is not of this nature. If such 
expenditure is set off against future plan outlay, the whole plan 
structure is distorted. This is particularly true in case of a large 
calamity. 

The seventh Finance Commission has •very rightly distin- 
guished between droughts which do not destroy productive 
assets and the other group comprising floods, cyclones and 
earthquakes which require large outlays on assets reconstruc- 
tion. The expenditure estimates for the states include a normal 
provision for all types of natural calamities. The procedure 
adopted for determining these amounts was the same as that 
followed earlier — taking the average of actual expenditure over 
a recent series of years — and it gave figuies which were nearly 
double the amount provided by the sixth Commission. In the 
case of excess requirements for drought relief the affected State 
government is to contribute not more than 5 per cent from its 
plan. This will be taken as an addition to the plan outlay and 
covered by advance assistance from the Centre. If the expendi- 
ture goes beyond this the extra requirement would be fully 
covered by the Centre — half as grants and half as loans. The 
Commission expressed the hope that ‘‘the loan burden which a 
State would take on in such circumstances would act as a 
factor to discourage extravagance.”® 

In the case of excess expenditure on relief, repairs and 
restoration of public works following other types of natural 
calamities, the Commission has recommended non-plan grants 
to cover 75 per cent of the requirements. Here also the Com- 
mission hoped that the 25 per cent burden on the state would 
be a check on wasteful expenditure. The Centre has been asked 
to go beyond these limits when there is a calamity of rare 
severity. This would give substantial relief to states which are 
prone to natural calamities. But the debatable point is why 
should the expenditure on account of relief for drought be 
regarded as plan expenditure unless it includes a large element 
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of protective or preventive outlay. 

Conclusion 

The analysis of the fiscal impact of the recommendations 
of the seventh Finance Commission on the finance o\ the State 
governments shows that though substantially large transfer of 
resources would result to all the states, the element of prog- 
ressiveness in resource transfers seems to have been weakned 
rather than strengthened. This would result in further accentu- 
ating differences in fiscal capacities ot the different states and 
widen the gap in their levels of development. 

Therefore, the logic of achieving a balanced inter-regional 
development leads to the assignment of a crucial role to the 
process of planning and development through the mechanism 
of the five year plans. The development plans of the poorer 
states would have to be of much large size to give a fillip to 
their rate of development so as to reduce disparities in inter- 
regional levels of development. This would mean that the task 
left incomplete by the seventh Finance Commission would have 
to be taken up by the Planning Commission. As the develop- 
ment plans of the poorer states would have to be of larger size, 
they would require much larger financial assistance from the 
Central government to finance them. This would, therefore, 
involve the designing of a new formula of resource transfers 
from the Centre to finance the State Plans which should be 
more progressive and equitable than the Gadgii formula. 
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RESTRUCTURING THE SYSTEM OF 
PUBLIC FINANCE IN INDIA 


The existing structure of Indian public finance has been in 
operation for more than a quarter of a century and its work- 
ing in this period has been affected by a number of develop- 
ments. It has revealed a number of problems not envisaged 
originally as a result of its operation. The most significant deve- 
lopment has been the process of planned economic develop- 
ment initiated with the launching of the First Five-Year Plan 
in April 1951. This has been followed by successive five year 
plans with the Sixth Plan intended to begin from 1978-79. Each 
successive plan has involved practically a doubling of the deve- 
lopment outlays in the public sector as a result of which 
increasingly larger resources have been needed to finance the 
plan outlays. This has strained the Indian fiscal system to the 
utmost aad has put it to a supreme test to judge its potential as 
a flexible and eflective instrument of economic development. 

The increase in the plan outlays has, however, led to an 
increase in the non-plan outlays also for the maintenance of the 
assets so created and the administrative expenditure had to be 
increased all round in response to the demands for the imple- 
mentation of the five year plans. As a result an increasing 
imbalance has tended to develop between the own resources of 
the states and their expenditures and the gap has tended to 
widen with the successive five year plans. These gaps have been 
filled up by the devolution of resources from the Union 
government in terms of statutory devolution as share in divisi- 
ble and assigned taxes. Central grants and loans. But though as 
a result of these devolutions of resources, a large measure of 
elasticity has been imparted to the revenue resources of the 
states, the states’ dependence on the Central resources has 
increased. This tendency to growing fiscal centralisation has 
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created a feeling among the states that their progressive fiscal 
autonomy was eroded and that they did not have any initiative 
and scope for freedom of action in any sphere of “governmental 
activity. 

Problems of State Finances 

But the growing fiscal centralisation and consequent erosion 
of financial autonomy of the states is only one aspect of the 
problem of federal fictance in India and not the only aspect. An 
important aspect of the problem of federal finance is concerned 
with fiscal management by the states themselves. In this regard 
there are a number of problems of the states’ finances. The 
states have not exploited the resource potentials m the rural 
sector of the economy. The most important fiscal instrument 
to tap those potentials is the system of land taxation. But land 
taxation, as it has existed in India, has been essentially a tax en 
rem with highly regressive incidence. It has not been responsive 
to the growth of farm output, farm incomes and farm prices 
with the result that its importance in the tax structure of the 
states has tended to decline. This is indicated by the fact that 
in 1977-78 the land revenue receipts of the states amounted to 
only 4.6 per cent of the states’ own tax revenues, while sales 
tax constituted 56.8 per cent of the states’ own tax Tevenues. 
Besides there have been mounting accumulations of arrears of 
taxes, large scale evasion and avoidance of taxes especially the 
sales taxes and accumulating arrears of loans advanced to 
different parties. The attention of the states was drawn to these 
problems by the successive Finance Commissions and the sixth 
Finance Commission in making a reassessment of the revenue 
forecasts of the states had assumed that the states would make 
utmost efforts to reduce these arrears to the minimum. But 
these assumptions have not been realised and the arrears of tax 
and loan collections have increased. The fifth Finance Com- 
mission had estimated the amount of arrears to be Rs. 186 
crores by the end of March 1969. Arrear on account of land 
revenue and sales tax which accounted for nine-tenths of the 
total arrears inci eased from Rs. 106 crores in 1963-64 to Rs. 
146 crores in 1967-6'^. Further in the case of land revenue, the 
arrears were consistently more than 30 per cefit of current dues 
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in the case of a few states. In the case of sales tax, arrears 
formed more t|ian one fifth of the current dues in a few States. 

Thus the in<ireasing dependence of the states on the Central 
resources is to be partly explained in terms of their failure to tap 
their tax potentials in the rural sector and to improve their tax 
administration to make effective collections of revenues and 
loans. From this point of view, therefore, a part of the solution 
of the problem of federal finance in India lies in the utilisation 
of the tax potentials by the states and the streamlining of their 
fiscal administration. 

A number of proposals, beginning with the recommen- 
dations of the Taxation Enquiry Commission, 1953-54, and 
ending with the Raj Committee Report, have been made for the 
reconstruction of the system of land taxation in India, but none 
of these proposals has been implemented by the states. The 
Planning Commission in the plan documents has also been 
emphasising the importance of raising greater resources by the 
states through the revision of land revenue rates. But these 
rates have not been revised in most cases except in some states 
where surcharges have been imposed and the rates revised on 
plantations. The failure of the states to transform the system of 
land taxation into an eflfective instrument of resources mobilisa- 
tion lies essentially in the political factor and the party in 
power in the states has been afraid of alienating the powerful 
rural sections for fear of losing the elections. 

Another problem of states finances that has emerged in 
course of the implementation of the Five-Year Plans is the 
losses incurred by the semi-commercial and commercial enter- 
prises built up in the states’ sector. These enterprises such as 
the State Electricity Board, the Road Transport undertakings 
and the industrial enterprises have not been able to meet their 
maintenance expenditures and their mounting expenditures for 
their maintenance have added to the non-plan expenditures in 
budgets of the states. 

Concept of Fiscal Capacity and Need 

In the assessment of the non-plan gaps in resources of 
the states the successive Finance Commissions recommended 
grants-in-aid under Article 275 of the Constitution to bridge 
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these gaps and in doing, so they tried to measure their fiscal 
capacity and need. Thus the concept of fiscal capacity and need 
has been of crucial importance in the scheme'^of allocation of 
resources from the Union government to the states. The Finance 
Commissions adopted the concept of fiscal capacity of states in 
terms of their proposals to raise resources based upon the states’ 
forecasts of their revenues and the fiscal needs were also 
measured in terms of the states’ forecasts assessed on the basis 
of certain norms of^ growth. Fiscal need so measured was, 
therefore, a narrow concept in so far as it did not take into 
account the needs for resources to finance the plans. This task 
was left to the Planning Commission. It was the non-plan 
needs that have been assessed by the Finance Commissions. 

In the assessment of non-plan needs, a new concept was 
introduced by the third Finance Commission in terms of the 
committed expenditure arising out of the implementation of the 
Five-Year Plans. But the subsequent Finance Commissions 
took the view that unless the assets created as a result of the 
implementation of plans generated sufficient resources for their 
maintenance, the committed expenditure would eat up the 
essential resources and adversely ajBFect the financing of develop- 
ment expenditure. In view of this, the sixth Finance Commis- 
sion undertook an elaborate exercise to evolve nqrms for 
maintenance of capital assets and plan schemes. 

One important question engaging the attention of the 
Finance Commissions in the assessment of non-plan needs of 
the states was whether provision for amortisation should be 
included in the non-plan needs. The second and third Finance 
Commissions were in favour of making provision for amorti- 
sation of debt where such provision was to come out of grants 
under Article 275. The fourth Finance Commission allowed 
full provision as indicated by the states in their forecasts, 
the amount allowed by the fifth Commission was limited only 
to the provision in respect of debt (existing as well as fresh) 
not covered by revenue yielding investments and loans. The 
sixth Finance Commission, however, did not consider it 
necessary to allow for any element of amortisation of debt in 
the revenue accounts of the state governments in view of the 
proposals recommended by it for ajffording adequate relief to 
the states during the Fifth Plan period. 
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Fiscal needs of states as assessed by the Finance Commis- 
si6ns also included the cost of relief*expenditure on account of 
natural calamitjes. The concept of fiscal needs as assessed by 
the Finance Commission has, therefore, tended to be widened 
and the sixth Finance Commission made it much broader by 
including a number of new items. But a careful examination of 
the concept of fiscal needs adopted by the Finance Commissions 
reveals two basic deficiencies. In the first place, such assessment 
has been limited to the non-plan needs only though in all fair- 
ness it must be pointed out that the concept of non-plan needs 
was made wider by the successive Finance Commissions. Thus, 
the Finance Commissions did not take into account the plan 
needs of the states* This was the task reserved exclusively for the 
Planning Commission. This approach to the assessment of the 
fiscal needs of the states is unsatisfactory. An integrated view of 
both the plan and non-plan needs of the states should be made 
to evolve any satisfactory schemes of resource allocation in the 
context of the working of system of federal finance and much of 
the dissatisfaction of the States with the present arrangement of 
resource allocation arises out of this dichotomy. 

' Secondly, in the assessment of the non plan needs of the 
states, no consideration was given to the necessity for equali- 
sation of the standards of social and administrative services of 
the various states. 

Only the first, the third, and the sixth Finance Commission 
considered this aspect of the question. The first Commission 
recommended grants-in-aid for improvement of primary edu- 
cation in some states, and the third for improvement of com- 
munications. But their approach in this regard was largely of 
an ad hoc nature. The sixth Finance Commission recommended 
grants-in-aid to some states for upgradation of some of their 
essential administrative and social services. But an analysis of 
its impact on the states’ finances (in the earlier chapter) shows 
that there exists vast disparities in this regard even now. The 
analysis of the recommendations of the seventh Commission in 
the previous chapter has revealed that it was not guided by the 
consideration of equalisation. 

The achievement of equalisation has two aspects in the 
Indian economy. One is the equalisation of the standards of 
administrative s*ervices in the states, and the second is the 
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achievement of regional balance in development. The adminis- 
trative services are an instfrument to implement the development 
plans, and so long as the administrative serv^jces have lower 
standards in some states, they will continue to have lower growth 
rates since their development plans cannot be effectively imple- 
mented in them. This is borne out by the lower performance 
and large shortfalls in plan outlays in the relatively backward 
states. 

Equalisation of the standards of administrative services can 
be achieved only over the long period, but a planned programme 
should be drawn up suitably phased to achieve it. A beginning 
was made by the sixth Finance Commission in this direction 
and the process should be continued so long as equalisation is 
not achieved in basic administrative and social services. But the 
achievement of regional balance is an objective of development 
planning for which the technique of planning will have to be 
modified. The area development programme, initiated under 
the Five Year Plans and expected to be pursued with greater 
vigour in the Sixth Plan, based upon the utilisation of local 
resources, talent and manpower can be an important instrument 
in this direction. At the same time, the size of the state plans 
should be so designed and the plan resources so allocated so as 
to accelerate the rates of growth of the comparatively backward 
states to enable them to utilise their resource potentfals more 
fully and thus to even out the disparities in the levels of develop- 
ment. This, however, can be achieved only in terms of a process 
of long term development planning. 

The fiscal capacity of a state can be indicated in terms of a 
number of criteria such as per capita income, the distribution of 
income, the degree of urbanisation and the industrialisation of 
a state. But it is difficult to quantify all these criteria of fiscal 
capacity. The fifth Finance Commission adopted the criterion 
of revenue income ratio, i.e., the ratio between the per capita 
revenue and per capita income of a state for indicating the 
effect of a state in raising resources and it was revealed that 
some of the states have not adequate tax efforts to mobilise their 
revenue potentials fully even when their per capita incomes 
were higher. Thus there has been no correspondence between 
fiscal capacity and actual utilisation of fiscal capacity. 

The fiscal capacity of a backward state in aYederal system is 
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less than that of a developed state with the result that resources 
rdised by the backward state are less in per capita as compared 
to those by a ^gveloped state. Therefore, in a scheme of allo- 
cation of financial assistance from the Centre to the states the 
relative fiscal capacity of states serves as a basis for measuring 
the gaps which have to be filled up to bring them to equal levels 
of performance. But if a state does not utilise its resource 
potentials fully, it must be penalised and a state using its 
potentials fully should be rewarded in any scheme of federal 
allocation. 

The sixth Finance Commission devoted some thought to the 
qiuestion of further refinement of the methodology followed by 
the fifth Finance Commission and evolving certain criteria for 
determining the relative tax performance of the states. But it 
^ave up the effort on the practical consideration that application 
of a formula based on relative tax effort, however designed, 
would place at a disadvantage some of the states faced with big 
gaps on non-plan revenue accounts. The Commission, therefore, 
felt that to leave such gaps uncovered on the ground of their 
poor tax performance, however defensible on theoretical consi- 
derations, would jeopardise maintenance of essential adminis- 
trative and social services for want of adequate resources. States, 
both advanced and backward, which have done better than the 
average at resource mobilisation might feel aggrieved that their 
-efforts have not received recognition. Therefore, it was of 
opinion that if in the determination of the principle of Central 
assistance for the Plan, some weightage is given for the relative 
efforts of the states for mobilisation of resources, the grievance 
of such states would be substantially met. 

Tax Effort of States 

An important aspect of federal finance is concerned with 
the effort made by the states to utilise their resource potentials. 
In a developing economy as the national income increase, the 
potential of the economy to raise resources also increases. The 
utilisation of the resource potentials so generated becomes 
necessary to increase the rate of saving and investment and so 
to accelerate the rate of growth of the economy. 

In a federaf system, the allocation of resource from the 



250 


Federal Finance pid Economic Development in India 


Centre to the states must take place in a manner so as to ensure 
that the states maximise th%ir efforts to raise resources and that 
the incentive for raising resources should not be adversely affect- 
ed. The system of resource allocation should also ensure fiscal 
efficiency by states which implies that efficiency should be 
rewarded and lack of efficiency penalised. Though these are 
second principles of federal finance, it is however, difficult to 
put them into practice because of practical difficulties. 

The concept of fiscal capacity of a state which is an impor- 
tant issue in federal finance assumes that a state makes maxi- 
mum efforts to raise resources through the utilisation of its 
potentials. The question, however, arises as to the method to 
measure the tax efforts. To measure tax efforts, the fifth 
Finance Commission related per capita tax revenues of each 
state to state per capita income. It found that the tax effort as 
measured by the ratio of per capita state’s own revenues to the 
state’s per capita income showed wide divergences from state to 
state as revealed in Table 11.1. 

Table 11.1 


State income for Percent^ 

1962‘63 to 1964‘65 Tax Revenues in age of 


(Average) 1967-68 ^ Tax 


States 

Total 


Total 


Revenues 


amount 

Per 

amount 

Per 

to State 


(Rs, 

Capita 

(Rs. 

Capita 

Incomes 


crores) 


crores) 

(Rs.) 


1 

2 

3 

4 

5 

6 

Punjab 

595 

492 

50.20 

37.46 

8.44 

Maharashtra 

2019 

478 

168.28 

36.50 

8.34 

West Bengal 

1742 

465 

108.11 

26.30 

6.21 

Gujarat 

1025 

462 

71.90 

29.59 

7.01 

Haryana 

367 

445 

26.34 

28.95 

7.18 

Tamil Nadu 

1408 

400 

109.54 

29.37 

7.78 

Assam 

503 

393 

26.31 

18.66 

5.23 

Andhra Pradesh 

1460 

386 

79.48 

19.67 

5.44 

Mysore 

936 

373 

63.10 

23.28 

6.74 

Kerala 

616 

341 

53.79 

27-44 

8.73 

Madhya Pradesh 

1126 

325 

63.54 

- 16.94 

5.64 
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♦ 1 

2 

3 

4 

1 — 

5 

6 

Rajasthan ^ 

683 

314 

46.60 

19.50 

6.82 

Uttar Pradesh 

2398 

306 

123.09 

14.60 

5.13 

Orissa 

568 

306 

24.25 

12.12 

4.27 

Jammu and Kashmir 

111 

302 

7.58 

19.44 

6.83 

Bihar 

1308 

265 

64.29 

12.06 

4.91 

Nagaland 

N.A. 

N.A. 

0.23 

5.75 

N.A. 

Total 

16865 

369 

1086.63 

21.92 

6.44 


In the case of states having per capita income below the 
all-State average, the ratio varied between 8.73 per cent for 
Kerala to 4.27 per cent for Orissa. For states with per capita 
income above all state average the range was between 8.44 per 
cent for Punjab and 5.23 per cent for Assam. Thus higher per 


Table 11.2 


Taxes on 

Land as Total 


States 

Taxes 

on 

Land 

percentage 
of States 
Agricul^ 
tural 
incomes 

State 

Excise 

Taxes 

on 

Trans- 

port 

General 

Sales 

Tax 

Tax 

Reve- 

nues 

Punjab 

0.28 

0.52 

2.30 

0.90 

1.90 

7.61 

Maharashtra 

0.40 

1.20 

0.19 

1.21 

2.95 

7.63 

West Bengal 

0.51 

1.48 

0.69 

0.74 

1.43 

5.66 

Gujarat 

0.59 

1.43 

0.06 

1.08 

2.61 

6.23 

Haryana 

0.35 

0.63 

1.54 

0.95 

1.38 

6 51 

Tamil Nadu 

0.46 

1.18 

0.05 

1.47 

2.75 

7.34 

Assam 

1.16 

2.21 

0.53 

0.77 

1.33 

4.35 

Andhra Pradesh 

0.51 

0.95 

1.03 

OSl 

1.78 

5.10 

Mysore 

0.91 

1.89 

0.70 

1.14 

2.69 

6,24 

Kerala 

0.77 

1.76 

1.39 

1.41 

3.05 

8.05 

Madhya Pradesh 

0.60 

1.16 

0.97 

0.68 

1 57 

5 21 

Rajasthan 

1.35 

2.49 

1.04 

0.77 

2.21 

6.21 

Uttar Pradesh 

0.99 

1.78 

0.78 

0.56 

1.34 

4.77 

Orissa 

0.27 

0.52 

0,47 

0.51 

1.21 

3.96 

Jammu & Kashmir 

0.49 

1.00 

1.48 

3.07 

0.85 

6.54 

Bihar 

0.24 

0.52 

0.76 

0.40 

1.40 

4.55 

Nagaland 



- 

— 

— 

— 

All States * 

0.62 

1.34 

0.71 

0.89 

1.95 

5.36 
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capita income did not mean higher ratio of tax revenues to per-- 
capita income. XKis meant that the states falling, in this cate- 
gory did not utilise their tax potentials fully. Xbe Commission 
also referred to the existence of substantial differences between 
tax efforts of states which are similarly situated as regards their 
per capita income and economic structure, for instance among 
states with higher per capita income, the tax income ratio was 
more than 8 per cent in Maharshtra and Punjab while the ratio 
in West Bengal with a similar industrial base was only 6.21 per 
cent. Thus many states could raise additional resources by 
studying the tax system and rates adopted by the more highly 
taxed states in their own income groups. 

With regard to individual taxes, the Commission found 
wide disparities in tax efforts as measured in terms of tax- 
income ratio as indicated in Table 1 1 .2 (page 251). 

The Fifth Finance Commission had examined the question 
ten years back. It is, therefore, necessary to enquire whether 
the picture has changed during the period. 

Table 11.3 showing the ratio between per capita tax 
revenue and per capita income of states throw a light on the 
question: 


Table 11.3 


States 

(In rupees) 

Per capita own 
tax revenue 
(1977-78) esti- 
mated in terms 
of the popula- 
tion of States 
in 1971 

(In rupees) 
Per capita 
income 1971 

Percentage 
of per capita 
tax revenue 
to per capita 
income 

1 


3 

4 

Andhra Pradesh 

84.5 

545 

15.5 

Assam 

42.6 

545 

78 

Bihar 

41.1 

402 

12.2 

Gujarat 

117.3 

657 

17.8 

Haryana 

Ul.l 

788 

18.6 

Himachal Pradesh 

57.6 

563 

10.2 

Jammu and Kashmir 

45.1 

513 

8.8 
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r> 


1 

2 

3 

; 4 

K^nataka 

100.5 

^ 532 

19.0 

Kerala ^ 

96.4 

526 

18.3 

Madhya Pradesh ^ 

66.1 

554 

11.7 

Maharashtra 

154.0 

778 

19.8 

Manipur 

29.5 

476 

6.2 

Meghalaya 

23.9 

N.A. 


Nagaland 

41.2 

N.A. 

— 

Onssa 

45.6 

325 

14.0 

Punjab 

167.4 

945 

17.7 

Rajasthan 

63.0 

4§8 

13.0 

Sikkim 

5.0 

N.A. 

— 

Tamil Nadu 

89.4 

644 

14-0 

Tripura 

14.6 

499 

3.2 

Uttar Pradesh 

49.0 

504 

9.8 

West Bengal 

83.0 

524 

15.8 


It is found as a result of the analysis of the above figures 
that Assam with the same per capita income as Andhra 
Pradesh has a tax-income ratio much less than that of Andhra 
Pradesh. Therefore, it follows that the state can increase its 
tax revenues by greater efforts to exploit its tax potentials by 
restructuring its tax system and raising the rates of taxes. 
Himachal Pradesh, Jammu and Kashmir and Manipur have 
higher per capita income than that of Bihar, but the tax- 
income ratio is much lower in these states as compared to that 
of Bihar, Maharashtra, Punjab and West Bengal with per 
capita incomes higher than the all-India average and with basi- 
cally similar economic structures have different tax-income 
ratios, while Karnataka with practically equal per capita 
income with that of West Bengal has a much higher tax-income 
ratio. Orissa with the lowest per capita income has a higher 
tax-income ratio than that of Rajasthan, Uttar Pradesh and 
Bihar and equal to that of Tamil Nadu. 

Thus though there has been a rise in the tax-income ratios 
in all the states as compared to those estimated by the fifth 
Finance Commission, the picture that emerges is in no way 
different from that presented by this Finance Commission. Not 
only there exists, wide differences in utilisation of resources, but 
there is a scope in many states such as Assam, Uttar Pradesh, 
Himachal Pradesh, Jammu and Kashmir, Manipur, Rajasthan, 
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Madhya Pradesh, Tamil Nadu, Tripura and West Bengal for 
raising additional tax resources by utilisation of resource poten- 
tials so that their tax-income ratios could becoqne comparable 
to those of similarly situated states. 

A similar picture emerges with regard to individual taxes 
also such as land revenue, excises, and sales taxation. In case of 
land revenue, the reasons for the low tax income ratio have 
been already referred to. Besides in many of the states, there is 
a loss either partially or wholly in revenue from this source as 
a result of various concessions and exemptions given by them. 
The fifth Finance Commission had estimated that the exemp- 
tions which varied from state to state were expected to cost 
the states Rs. 78 crores during the Fourth Plan Period. 

There is hardly any economic justifications for exemptions. 
The argument that the smaller farmers are living below the 
subsistence level and that they have no taxable surplus is not 
sound and convincing in a developing economy. The incidence 
of land revenue has been considerably reduced as a result of 
inflationary price rise and rise in agricultural incomes and 
productivity due to the introduction of new farm technology. 
Besides in a country with low national income, trying simul- 
taneously to develop its economy and to provide for better 
social welfare, it is not possible to avoid taxation of persons 
with low incomes. A part of the land revenue is justified on the 
ground that the state has to incur considerable expenditure 
for maintaining up-to-date records of land rights. There is 
enough evidence to show that the cultivator greatly values this 
service and regards land revenue receipts as evidence in his 
possession of his title to the land. The Report of the Uttar 
Pradesh Taxation Enquiry Committee has pointed out that 
none of the farmers giving evidence before it had demanded the 
abolition of land revenue. 

Therefore, the solution of the problems of state finances in 
India is closely related to the transformation of this system of 
land taxation into an effective fiscal instrument. For this a 
simple method of levying surcharges at progressive rates and 
relating them to the rise in agricultural incomes, productivity 
and prices will have to be devised. But the states must have the 
political will to enforce the system effectively. 

Tn respect of sales tax, one problem of i;aising additional 
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resources by some states has been that they could not raise 
these rates because of the low rates prevailing in neighbouring 
states. There jjs evidence of evasion of sales tax as revealed by 
the Uttar Pradfsh and Kerala Taxation Enquiry Committees. 
Therefore, a co-ordination in tax policies of states and improve- 
ment in their administrative efficiency are of vital importance 
in the utilisation of resource potentials of sales taxation. 

But in this regard two kinds of tax reforms have been fur- 
ther suggested. One is the replacement of the present system of 
sales taxation by a value added tax administered by the Union 
Government and the net proceeds distributed among the state 
on the basis of some objective and acceptable criteria. The 
aecond is the replacement of the present system of sales taxa- 
tion by excises and their net proceeds to be distributed among 
the states as suggested by the Jha Committee on Indirect Taxa- 
tion. But it does not appear that the states will agree to those 
proposals of fiscal reform. In the circumstances, co-ordination 
in tax policies and improvement of fiscal efficienc) are the only 
alternatives which can be vigorously pursued to raise addi- 
tional resources through sales taxation. 

An important element of instability has been imported to 
the basis of states’ finances as a result of the recent introduction 
of the policy of prohibition which would involve a total loss of 
revenues amounting to Rs. 547.53 crores as estimated in 1977- 
78 budget estimates of the states as a whole which worked oul 
as 12.4 per cent of their own tax revenues. The introduction oi 
the policy of prohibition raises a number of issues which are 
both fiscal and non-fiscal. It is argued that prohibition is an 
important aspect of economic development intended to raise 
the living standards of the bulk of the population. But the 
policy will succeed in this objective only if it be effectively 
enforced which will involve additional expenditure on enforce- 
ment and administration. If, however, the policy is not 
effectively enforced, it will involve huge loss of precious 
resources which could be used for accelerating the rate of 
economic development and at the same time will eat up addi- 
tional resources. Thus the policy will have very fundamental 
repercussions on the future growth of the economy. The ques- 
tion has to be resolved in terms of national priorities and a 
scient.fic and rational approach to the question is necessary, 
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though it ^ippears difficult in the present situation because the 
question is bound up with enormous political overtones and 
moral sentiments. 

The States’ Indebtedness 

An important problem of federal finance in India at pre- 
sent is the indebtedness of the states to the Centre. The states” 
indebtedness has been steadily increasing as a result of increase 
in their plan and non- plan expenditures and the major propor- 
tion of the loans borrowed by the states is from the Centre. 
The states have, therefore, to make growing repayments of 
debt liabilities to the Centre as well as interest payments as a 
result of which the net receipts of loans from the Centre have 
tended to be considerably reduced. The problems of States” 
indebtedness were expansively examined by the sixth Finance 
Commission and it agreed that they have been allowed to 
become far too complex over the long period. 

The loans borrowed by the states from the Centre have 
been of various kinds: (1) Plan loans intended, {a) to finance 
state plan schemes, (6) to finance Central Plan Schemes, (c) to 
finance Centrally sponsored schemes, and (2) non-plan loans: 
(a) as share of small savings collections, (i) to finance relief 
for national calamities, (c) others such as ways and means 
advances to meet temporary budgetary difficulties, and (d) to 
clear their overdrafts from the Reserve Bank of India. 

It is an accepted maxim of the theory of public finance that 
if on the basis of loan finance, productive assets be created 
which generate a flow of income, such loans do not involve a 
burden at all. But it is difficult to examine the question of states” 
indebtedness to the Centre in terms of assets and liabilities. As- 
the sixth Finance Commission put it, “it would be futile 
exercise to regulate debt relief with reference to the relative 
position of assets and liabilities of the State Government.” This, 
is because some of the assets and liabilities shown in the 
Finance Accounts of the States cannot be taken at their face 
value. Thus loans to cultivators, sick mills, refugees and 
repatriates figure as assets in the books of the state,'^ but no 
reliable estimate can be made of the extent to which these loans- 
would be eventually recoverable. 
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The sixth Finance Commission was of the opinion that 
though the debt liabilities of the states^ have increased consi- 
derably there w^s nothing intrinsically alarming about the 
growth of the public debt of the states. It maintained that the 
continuous increase in the indebtedness of the states to the 
Centre only reflects the assistance provided by the Centre to 
the states year after year for financing not only iheir plan out- 
lays but also for meeting their non-plan needs such as those 
arising from relief expenditure on natural calamities. 

The point of view of the states with regard to their debt 
liabilities to the Centre has been, however, quite different. In 
their memoranda presented to the sixth Finance Commission, 
they had argued for the classification of their debt into pro- 
ductive and unproductive debt and the conversion of the un- 
productive debt either into grants or being written off. But their 
contention was not accepted by the Finance Commission for 
various reasons: one important reason being that this would 
adversely affect the flow of resources from the Centre to the 
states because it would affect the pool of resources available 
with the Centre. 

The problems of the states’ indebtedness to the Union 
Government have many aspects. Not only their amount is large 
and they involve a large burden of amortisation payments, but 
their maturities, rates of interest and terms of repayment also 
differ. The sixth Finance Commission had estimated that the 
loans given by the Centre to the states and expected to be out- 
standing in 1973-74 would number over 12,000. The terms of 
these loans, such as rates of interest, period of repayment, 
period of grace and the like also revealed a bewildering variety 
as the Commission found it. 

The sixth Finance Commission made a number of proposals 
for revision of the terms of Central loans as a result of which 
the repayment obligation of the States during the Fifth Plan 
was expected to be reduced to the extent of Rs, 1970 crores. To 
this event, the non-plan capital gaps of the states was reduced 
and they w^ere enabled to finance a larger proportion of their 
plans out of their own resources. Besides, the complaint of the 
states that there was very little net flow of Central loan 
assistance to the^ states for implementation of the plan was 
partially redressed. 
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The ’approach adopted by the sixth Finance Commission to 
give debt relief to the stales consisted in classifying the amounts 
outstanding under different needs, consolidatipg the loans of 
certain categories and fitting the terms of their repayment. As a 
result of this approach, an order and coherence was introduced 
in the pattern of states’ indebtedness to the Centre. In the light 
of the basic approach and principles adopted by the sixth 
Commission, a number of guidelines emerged with regard to 
the treatment of Central loans to the states. 

Firstly, loans of similar nature must carry similar terms of 
repayment such as period of maturity, rate of interest and 
period of grace. Secondly, the Central loans to the States must 
not turn a profit to the Union Government in that these loans 
should be given at the rate at which the Union Government 
would raise loans from the market with the same period of 
matuiity. Thirdly, the loans received from the international 
financial institutions such as the World Bank and the Interna- 
tional Development Association should be allocated to the 
States on the same terms and conditions governing them as 
made to the Union Government. 

But in spite of the debt relief to the states recommended by 
the sixth Finance Commission for the period of the Fifth Plan 
and accepted by the Union Government, it is found that the 
interest payments still constituted a significant proportion of 
the tax revenues of the states in 1977-78 as indicated bv Table 
11,4. 


Table 11.4 


States 

Interest payment 
as % of total 
expenditure 

Interest payment 
as percentage 
of their total own 
tax revenues 

1 

2 

3 

Andhra Pradesh 

6.4 

15.9 

Assam 

11.5 

46 7 

Bihar 

9.8 

25 9 

Gujai at 

6.7 

12,7 

Haryana 

7.3 

14.9 

H.P. 

7.8 

49.2 
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1 

2 

•;3 

Jammu & Kashmir 

11.4 

126.9 

Karnataka ^ 

6,0 

13.8 

Kerala ^ 

7.0 

17.0 

Madhya Pradesh 

6.8 

18.4 

Maharashtra 

5.6 

10.3 

Manipur 

5.2 

99.1 

Meghalaya 

4.2 

80.0 

Nagaland 

4.5 

134.0 

Orissa 

10.2 

43.4 

Punjab 

7.8 

13.0 

Rajasthan 

11.0 

38.0 

Sikkim 

0.4 

7.5 

Tamil Nadu 

7.8 

15.0 

Tripura 

5.2 

122.7 

Uttar Pradesh 

8.5 

25,4 

West Bengal 

8.4 

18,4 

Total 

7.7 

19.0 


The above figures reveal a very disturbiag picture of the 
finances of some of the states. The relatively backward states 
like Assam, Bihar, Himachal Pradesh, Orissa, Rajasthan and 
U.P. are in a difficult position in which a significant proportion 
of their own tax revenues is used up in interest payments of 
which a ^bstantial proportion goes to the Union government. 
This, therefore, has been making a large inroad into their tax 
resources which could otherwise be used for accelerating their 
development process. The case of Jammu and Kashmir, Mani« 
pur, Meghalaya, Nagaland and Tripura is separate because they 
are in receipt of large Central assistance mostly in the form of 
loans, but interest payments in these states have been eating up 
more than their own tax revenues in most cases. 

The rationalisation and consolidation of the state loans to 
the Union government, though a step in the desired direction 
in terms of the recommendations of the sixth Finance Commis- 
sion, catiDOt, however, solve the basic problems of the states’ 
indebtedness. The solution, to a large extent, lies in an 
efficient management of their finances. This means that in the 
first place the public undertakings and irrigation works built up 
in the states’ sector, which have involved enormous investment 
of resources, mu^t generate a sufficient rate of return to pay for 
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their msinteDance costs and to leave a surplus which could 
strengthen the finances of the states. The question was 
thoroughly exanoiiied by the sixth Finance Copimission and it 
laid down specific norms to be followed by therState Electricity 
Boards and Irrigation Works as well as other undertakings. 

Besides the states have advanced large volumes of loans to 
agriculturists and others for various purposes and it has been 
estimated that in their budgets of 1977-78 they made a provi- 
sion of Rs. 1343.4 crores as loan and advances to third parties. 
In 1975-76 this amount was of the order of Rs. 1089 crores and 
in 1976«77 of the order of Rs. 1224.9 crores. The recovery of 
loans and advances in 1975-76 amounted to Rs. 420.2 crores, in 
1976 77, Rs. 399.5 crores and Rs. 345.2 crores in 1977-78 
(B.E.). This has led to the accumulation of large arrears of loan 
realisation and realisation of interest. Therefore, it is important 
that if the finances of the states are to improve and the burden 
of debt repayments is to be lightened, the states must realise 
their loans and interest from the third parties effectively. A 
vicious circle appears to have been built up in which the Central 
loans to the states have tended to increase. A significant pro- 
portion of these loans has been made to the third parties by the 
slates, but they have failed to realise them effectively with the 
result that increasing burden has been placed on the states’ 
finances forcing them to seek more and more Centraf financial 
assistance. This vicious circle needs to be broken through 
efficient financial management. 

The problems of the states’ indebtedness to the Centre was 
thoroughly gone into by the seventh Finance Commission also 
and it gave substantial relief to them in this regard which has 
been discussed in the previous chapter. 

Allocatioxi of Divisible Pool of Shared and Assigned 

Taxes 

'The resources transferred to the states under these items 
ha\e tended to increase partly because of the increase in these 
tax receipts and partly because of larger ^share in the divisible 
taxes assigned to the states. This has happened both in regard 
to income tax and excises. But a few questions have arrisen in 
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this regard which have cot been solved as yet in spite of the 
attempts by the various Finance Comnaissions. One question is, 
whether origin bf income or assessment as it has been specified 
recently, can hive any weightage in the allocation of the divi- 
sible pool of income tax among the states. A number of argu- 
ments have been put forward favouring an assignment of 
weightage to this factor. But in a unified national economy 
going through a process of planned economic development, 
origin of income or assessment of income cannot be regarded 
as a rational factor in this regard and socio weightage should 
be given to it. The Finance Commissions have given a weight- 
age, though a small one, to this factor simply to satisfy the 
claims of the industrialised states, but this has militated against 
the relatively less industrialised states for no fault of theirs. 

Though the scope of Union excises now shared by the states 
has been extended to include all basic excises, the Finance 
Commissions have adopted an approach such as to allocate 
the excises among the states as also to serve as a balancing 
factor though not a significant one, in removing inter-regional 
resource disparities. This was the reason why the sixth Finance 
Commission gave a weightage to the distance in per capita 
income of a state from that of the per capita income of a state 
with higher than average national per capita in the distribution 
of the net proceeds of excises among the states. Such an 
approach is very welcome in a context where the different states 
of the Union stand at different levels of development. But the 
weightage given to production has tended to neutralise the 
above weightage because it has favoured the more industrialised 
states. The seventh Finance Commission made a further 
advance towards equalization in this regard. 

The basic grievance of the states with regard to the distri- 
bution of divisible pool of income tax is that they have been 
deprived of a share in the corporation tax. The grievance of the 
states in this regard seems to be quite genuine. It is found that 
the rate of growth of revenues from corporation tax has been 
greater than that of income tax as indicated in the following 
figures: 
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t 

{Rs, in Crores) 



']^69-70 

1973-74 ^ 

1977-78’' 

Income tax 

448.5 

1A5.2 

1038.2 

Corporation tax 

353.4 

582.6 

1298.2 


Not only the rate of increase of revenues from corporation 
tax has been greater, but the total revenues now realised from 
it are also higher th^n those from income tax. Therefore, if the 
states are given a share in the proceeds from corporation tax 
and even if their share in the joint proceeds of ii>come and 
corporation tax is fixed lower, they will have the advantage of 
greater elasticity in their revenue resources. Corporate in- 
comes increase at higher rates than individual incomes with the 
result that the proceeds of the tax on corporate income have a 
higher elasticity than those of the tax on individual incomes. 

The basic consideration which should guide the allocation 
of resource from shared taxes to the states should be that the 
states should be assured of a stable and grov^ing source of 
resources and should be effective partners in the elasticity of 
the Central resources. 

Central Assistance for Financing State Plans 

Under the existing arrangement in force which has begun 
in 1969-70 assistance to states to finance their plans is regulated 
by the Gadgil Formula. Previous to the Fourth Plan, while 
there was an agreed ceiling on aggregate Central assistance for 
State Plans, loans and grants within the ceiling was allocated, as 
far as possible, to specific schemes or heads of development. 
After the Central assistance had been allocated to specific 
schemes or heads of development, whatever remained of the 
agreed ceiling was extended as a miscellaneous development 
loan. At present in accordance with the Gadgil formula, the 
Planning Commission after a close scrutiny of the proposals of 
the states to raise additional resources to finance their plans, 
estimates the gap in their plan resources and this is filled up 
through Central financial assistance now given in the form of 
block loans and grants, assistance for CentraHy sponsored and 
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Central schemes still continues to be related to specific^schemes 
or^programmes. In terms of this formula, 30 per ceiit of the 
assistance is made in terms of grants ind 70 per cent in terms of 
loans. The totai/esources, thus allocated to a state are deter- 
mined in terms of 60 per cent on the basis of population and of 
the remaining 40 per cent, 10 per cent on the basis of per capita 
income of a state, 10 per cent on the basis of per capita tax 
elfori, 10 per cent on the basis of continuing major irrigation 
and power schemes and 10 per cent on the basis of special pro- 
blems of particular states. Thus the specific merit of the 
formula is that it determines the quantum of financial assis- 
tance to a state on the basis of a few objective criteria. 

But the states are not satisfied with the allocation of plan 
resources in terms of the Gadgil formula. They feel that 
the allocation of 70 per cent of the resources on the basis of 
loans places an unduly large burden on them and the present 
situation of the states’ jiidebtedness to the Centre has arisen 
essentially out of this system of resource allocation. In the 
recent meeting of the Committee appointed by the National 
Development Council to examine the question of Central 
assistance to states for the Sixth Plan, some of the states pressed 
strongly for the revision of the present arrangement and went 
to the length of suggesting that 70 per cent of the allocation be 
made on the basis of grants and the remaining 30 per cent on 
the basis of loans. Some suggested it to be on 50:50 per cent 
basis. 

The main consideration guiding the Planning Commission 
in allocating 70 per cent of the resources on the basis of loans 
is that since the resources are to be used by the states for 
financing schemes of development most of which would result 
in the creation of tangible assets which would generate a flow 
of income in future, it is logical to make such an allocation in 
the form of loans. The states’ difficulties on this account have 
arisen because a substantial portion of these resources has been 
given as loans and advances to third parties which are not fully 
recovered and it is not sure how much of these loans given to 
third parties have led to the creation of tangible assets. 

The states, however, have a case for the revision of the 
present arrangement of resource allocation since it has worked 
to their disadvantage and placed them in a diiGScult financial 
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position. 

As regards the Gadgil formula, the dissatisfaction of^ the 
states has arisen on vafious grounds. It is ajgued by some 
states that it gives a large and disproportionate weightage to 
population of a state and population is not a satisfactory index 
ofeconomicbackwardness. A state may have a large popula- 
tion and still it may be quite a developed one economically 
and, therefore, if allocation of resources is made on the basis 
of population it 'Will place a developed state in comparatively 
more advantageous position. 

The remaining 40 per cent of the assistance is based upon 
four different criteria. But the formula in this regard is too 
cumbersome and does not give due weightage to economic 
backwardness since weightage of only 10 per cent is given to 
per capita income. In a developing economy the allocation of 
resources should be made to promote the rate of growth of 
the economy and the achievement of regional balance is an 
important aspect of the strategy of economic development in 
such an economy. Therefore, there is a strong justification for 
changing the present system of resource allocation based upon 
the Gadgil formula with a view to allocating larger resources to 
the economically less developed states in order to bring their 
level of development at par with that of the more developed 
states. In view of this the only appropriate criterion to distri- 
bute Central assistance among states for financing their plans is 
the per capita income of a state which is the only appropriate 
index of economic backwardness. As a result of the implemen- 
tation of such a plan of allocation of Central assistance the 
economically less developed and backward states will be able to 
finance a plan of much larger size than what is practicable under 
the existing Gadgil formula and this will help them to exploit 
their resource potentials and to come up to the level of deve- 
lopment of the advanced states in course of time. But at the 
same time, some weightage must be given to the relative tax 
efforts of states to raise resources. But however sound the 
criterion of per capita income may appear theoretically for the 
allocation of Central assistance to states, it may be difficult to 
get it accepted by all the states because some of the advanced 
states may have a grievance that this would put them at a 
disadvantageous position and slow down their^rates of growth. 
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A system of federal ’finance is essentially based Aipon com- 
promises, and therefore, if the criterion of per capita income is 
not accepte<| as the only criterion of resource allocation a 
compromise dan be struck in which 40 per cent of the allocation 
can be made in terms of population, 50 per cent on the basis of 
per capita income and 10 per cent weightage may be given to 
the tax efforts of states. Such a scheme of resource allocation 
will have the merit of simplicity and the overriding objective 
•of resource allocation will become the correction of regional 
disparities in development. At the same time, it will continue to 
give an incentive to the States to raise additional resources 
for financing their plans. 

Non-Plan Financial Assistance 

Apart from the grants recommended by the Finance 
•Commission to make up the non-plan gaps in the revenues 
budgets of the states and the specific grant as recommended 
by the sixth Finance Commission for the upgradation of the 
essential administrative and social services in the states, the 
Union Government makes non-plan assistance to the states 
for other purposes also and these forms of assistance are 
largely discretionary in nature. This assistance has been for 
various purposes such as loans for clearance of overdrafts, 
loans for meeting gaps in resources, loans for relief of distress' 
caused by natural calamities, special accommodation loans, 
loan for relief and rehabilitation, loans in lieu of open market 
borrowings and small savings loans as well as a number of 
other miscellaneous loans. These loans are given largely on an 
/ 20 c basis. The Central Government has also been giving 
non-plan grants to states for specific purposes such as for 
natural calamities. 

The total non-plan loans from the Centre to the states 
during the last few years are shown below: 

{Rs. in Crores) 
1975-76 1916-77 1977-78 

247-67 331.77 305.4ii 

133.21 146.14 118.^2 

380.90 477.91 424.10 


Share of small savings 
Others including ways 
and means advances 
Total . 
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NoihFlan Grants 

^ (Rs. in Crorm) 

1975-76 1976-77 1977-78 

105.96 333.13 173.75 

(Excluding statutory grants reconimended by the sixth Finance Com- 
mission) 

The above non-plan loans and grants are made without 
any objective criteria to guide them and therefore the states- 
have grievances that their genuine needs are not satisfied and 
they have to approach the Centre every time when such an 
emergency situation arises. 

It will be difficult to lay down specific criteria to determine 
these forms of non-plan assistance to the states. But some of 
these forms of assistance should have justifiably no occasion to 
arise such as for clearance of overdrafts. Occasions for over- 
drafts arise to meet the short-term gaps between states’ 
revenues and expenditures. The overdrafts especially the un- 
authorised overdrafts availed by the states have been a subject 
of much concern. The question was examined by the fifth 
Finance Commission which maintained that no country with a 
unified currency system can afford to have more than one 
independent authority taking measures which result in^increase 
""of money supply. Unauthorised overdrafts run counter to this 
fundamental principle of sound monetary management. 

The state governments, however, have been arguing in 
favour of these overdrafts on various grounds such as heavy 
incidence of payment of loans to the Government of India^ 
escalation in costs of projects and other special factors. But as 
the ^ixth Finance Commission pointed out, whatever be the 
merits of these arguments, there can be no doubt that these 
overdrafts amount to a compulsory loan on the Government of 
India by the state governments. 

The widespread concern about the dangerous consequences 
to the national economy of the continuing resort to over- 
drafts by certain states let the Government of India to take 
steps for orderly liquidation of overdrafts as they stood at the 
end of 1971-72. The essence of these arrangements was that 
subject to the state governments’ agreeing to thg repayment of 
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certain stipulated percentages of the outstanding overdrafts in 
1^72-73 and 1973-74, the Central gpvernment toolc over the 
responsibility for clearing the balance of the overdrafts through 
special mediurr^term loans to the state governments. But since 
then some of the states have again been taking resoit to these 
overdrafts from the Reserve Bank of India. 

A solution of the problem of ways and means difficulties of 
the ^states should be found out in terms of such temporary 
accommodation being made entirely by the Government of 
India to states in the form of ways and m^eans advances and the 
states should not be allowed access to the Reserve Bank for 
overdraft facilities. In our unified monetary system it is only 
the Union government which should have such access to the 
Reserve Bank for ways and means advances and the States’ 
temporary difficulties should be mete out of the Union govern- 
ment’s advances to them. 

In the case of loans for financing of relief expenditure on 
natural calamities a national plan should be drawn up and 
implemented for prevention of floods and draught. This would 
progressively reduce the incidence of such calamities and so 
occasions for Central loans and grants on this ground would be 
progressively minimised. 

Centralisation Vs Decentralisation 

Recently arguments have been advanced from many 
quarters in India for a greater decentralisation of powers and 
functions in the hands of the states and subordinate units of 
administration such as Panchayats. The main thrust of these 
arguments is that greater decentralisation will give an added 
vitality and dynamism to our democratic institutions. It will 
make democracy more meaningful and promote the growth of 
the economy. But such arguments appear to have predominant- 
ly political overtones and do not appear to be convincing and 
acceptable on the basis of a closer analysis and examination. 

The States have wide powers and functions as provided for 
in the constitution both in the spheres of economic develop- 
ment and administration of economic and social services. In 
the implementation of the states plans there is a scope for 
decentralised development in terms of the implementation of 
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local projects for which district and block plans should be 
drawn up and implemented by the district planning and block 
planning authorities. Decentralisation, if interpreted in this 
way, has a useful role to play in our process of ^'pianned deve- 
lopment. But there is no question of the states being endowed 
with more administrative and developmental functions. Their 
powers and functions are already quite comprehensive. The 
only strong point in favour of decentralisation is that the states 
can have their planning process and techniques changed to 
involve the lower units of administration in it. 

With regard to financial decentralisation there appears to 
be no scope for enlargement and extension of the taxing powers 
of the states. The states cannot be given independent powers 
of taxation of personal and corporate incomes since such in- 
comes have to be taxed uniformly by the Central government. 
There can be no overlapping jurisdiction in this fiscal sphere in 
view of the experience of the U.S.A and other federations. The 
Union excises and customs have to be logically in the sphere of 
the Union government. The only case that can be justifiably 
built up for the states is to give them a larger share in Union 
excises and a share in corporation tax in terms of the existing 
constitutional arrangement which is basically very sound. 

Conclusion 

Thus the solution of the problems of state’s finances does 
not lie in greater decentralisation of fiscal powers because this 
would lead to the fiscal system becoming more inefficient and 
complicated which will harm the process of growth of the 
economy. The solution lies in the states exploiting their own 
revenue potential to the full, in their achievement of better 
fiscal management and efficiency and in bringing about a 
system of resource allocation from the Centre to the states 
which fills up the gaps of unevenness in the context of a dyna- 
mic economy to bring about ■ balanced regional development. 
The present system of federal finance in India has shown 
remarkable dynamism and adaptability and nothing should be 
done to disturb its basic structure and framework. The system 
has the potential and the flexibility to meet the changing needs 
of our developing economy. 
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The recent dissatisfaction which has arisen on the part of 
th^ states with regard to the allocation of resources can be 
redressed if th^ problem be approached in a proper spirit. 
There is no question of a conflict with regard to the sharing of 
resources between the Union and the States. The process of 
economic development of the country is essentially a co-opera- 
tive endeavour in which both the Union and the states have to 
play their part united in the common objective of achieving the 
maximum use of these resources. The basic problem is that the 
rate of growth of the economy has not bee^n what it was desired 
to be and the flow of resources in a developing economy is 
essentially a function of the rate of its economic growth. 
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